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SMALL  BUSINESS'  ACCESS  TO  CAPITAL:  THE 
ROLE  OF  BANKS  IN  SMALL  BUSINESS  FI- 
NANCING 


WEDNESDAY,  MAY  1,  1996 

House  of  Representatives, 
Committee  on  Small  Business, 

Washington,  DC. 

The  Committee  met,  pursuant  to  notice,  at  10:05  a.m.,  in  room 
2359,  Raybum  House  Office  Building,  the  Honorable  Jan  Meyers 
(Chair  of  the  Committee),  presiding. 

Chair  Meyers.  Good  morning.  The  Committee  will  come  to  order. 

Our  hearing  this  morning  is  the  second  in  a  series  that  this  Com- 
mittee is  holding  on  small  businesses'  access  to  capital.  At  the  first 
hearing  on  February  28,  we  asked  witnesses  representing  five 
prominent  small  business  advocacy  groups  to  address  the  current 
conditions  and  availability  of  capital  for  small  business.  We  wanted 
to  know  what  specific  obstacles  and  opportunities  small  business- 
men and  women  face  in  this  area. 

Those  of  you  who  attended  that  hearing  will  no  doubt  remember 
that  much  of  the  witness  testimony  and  an  even  greater  amount 
of  the  discussion  focussed  on  bank  lending  to  small  business.  In 
general,  the  witnesses  pointed  to  the  difficulties  of  securing  small 
business  bank  loans  and  the  demise  of  community  bankers,  which 
has  led  to  weakening  relationships  between  bankers  and  borrow- 
ers, as  well  as  a  decline  in  so-called  character  loans. 

The  witnesses  also  noted  that  the  high  collateral  and  paperwork 
requirements  that  banks  demand  from  borrowers  as  well  as  various 
other  regulatory  barriers  present  significant  obstacles  for  small 
businesses  seekmg  bank  loans. 

Our  witnesses'  statements  were  underscored  by  a  recent  article 
in  the  March  14  edition  of  American  Banker  Magazine  which  cites 
a  Federal  Reserve  paper  claiming  that  between  1989  and  1994 
bank  lending  to  small  business  dropped  by  34  percent.  The  paper 
also  predicts  a  32  percent  drop  over  the  next  5  years. 

According  to  our  witnesses,  as  a  result  of  the  declining  role  that 
banks  are  playing  in  small  business  financing,  many  small  busi- 
nesses are  turning  to  nonbank  lenders  and  credit  cards  for  their 
capital  needs.  While  these  sources  of  capital  are  generally  more  ex- 
pensive, they  are  also  frequently  more  accessible. 

As  has  been  the  case  throughout  this  series  of  hearings,  today  we 
will  examine  the  private  market  rather  than  government-sponsored 
sources  of  capital.  There  are  indeed  differing  opinions  with  respect 
to  how  best  to  increase  small  businesses'  access  to  capital. 
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It  is  my  personal  opinion  that  when  appropriate,  the  Government 
should  encourage  private  sector  initiative  in  this  area  by  removing 
whatever  obstacles  and  disincentives  that  exist  for  banks  to  lend 
to  small  business  rather  than  simply  increasing  the  role  of  govern- 
ment-sponsored capital  sources. 

I  have  asked  the  witnesses  before  us  today  to  address  the  bank 
lending  issues  raised  by  the  witnesses  at  our  first  hearing.  Specifi- 
cally, I  have  asked  the  private  sector  witnesses  to  identify  the  var- 
ious impediments  or  disincentives  that  banks  face  in  lending  to 
small  business.  I  have  also  asked  them  to  assess  how,  despite  these 
impediments,  certain  banks  have  been  successful  in  making  small 
business  loans. 

I  have  asked  the  regulatory  witnesses  to  assess  the  overall  regu- 
latory climate  for  small  business  bank  lending.  Are  conditions  now 
generally  better  or  worse  since  the  so-called  credit  crunch  of  the 
early  1990's?  In  addition,  I  have  asked  them  for  suggestions  to  im- 
prove small  business  access  to  bank  loans.  Finally,  I've  asked  to- 
day's witnesses  to  give  us  their  opinions  on  the  effects  of  industry 
consolidation  and  competition  from  other  capital  sources. 

It  is  my  hope  that  this  hearing  will  give  us  a  more  accurate  pic- 
ture of  the  current  state  of  bank  lending  to  small  business  and  help 
identify  ways  to  improve  small  business'  access  to  this  important 
source  of  capital. 

At  this  time  I  would  like  to  recognize  the  Ranking  Member  of  the 
Committee,  the  Honorable  John  LaFalce. 

Mr.  LaFalce.  Thank  you  very  much.  Madam  Chairman.  I  cer- 
tainly want  to  thank  you  for  conducting  this  morning's  hearing. 

The  capital  needs  of  small  business  and  the  role  of  financial  in- 
stitutions in  meeting  these  needs  are  topics  of  great  concern  to  me. 
They're  also  issues  that  I've  worked  on  extensively  over  the  years, 
both  in  this  Committee,  especially  those  years  that  I  was  chairman, 
and  in  the  Committee  on  Banking  and  Finance. 

Over  the  past  few  years  I've  conducted  many  hearings  to  exam- 
ine various  aspects  of  the  credit  crunch  of  the  late  1980's  and  the 
early  1990's  when  most  were  saying  there  was  no  credit  crunch, 
but  I  was  concerned  the  impact  that  credit  crunch  was  having,  es- 
pecially on  small  businesses. 

Now,  I  appreciate  the  opportunity  to  address  the  issues  but  I 
think  the  focus  of  the  hearing  could  be  a  little  clearer.  On  the  one 
hand,  the  announced  purpose  of  the  hearing  is  to  investigate  the 
issues  raised  in  the  February  28  Subcommittee  field  hearing  in 
Boston  on  the  effects  of  bank  consolidation  on  small  business  lend- 
ing. 

Certainly  the  presence  of  Governor  Yellen  of  the  Federal  Reserve 
Board  and  Vice  Chairman  Hove  of  the  FDIC  present  the  Commit- 
tee with  an  opportunity  to  discuss  how  the  cnanging  structure  of 
our  banking  system  may  affect  small  business  lending.  The  Federal 
Reserve  System  in  particular  has  produced  several  interesting 
studies  on  bank  lending  and  bank  consolidation  that  are  of  signifi- 
cant interest  to  me. 

However,  a  review  of  some  of  the  witness  testimony  and  the 
hearing  briefing  materials  that  were  distributed  earlier  suggest 
that  rather  than  investigating  key  issues  and  data  relating  to  com- 
mercial bank  lending  to  small  businesses  and  the  impact  of  bank 


consolidation,  which  I  think  we  should  be  doing,  the  purpose  of  the 
hearing  will  be  to  focus  in  large  part,  once  again,  on  the  claims  of 
excessive  Government  regulation  and  paperwork,  this  time  in 
banking  and  financial  services. 

The  absence  of  SBA's  Office  of  Advocacy  is  also  something  that's 
of  concern  to  me  because  in  each  of  the  last  2  years,  the  Office  of 
Advocacy  has  produced  the  most  extensive  analyses  of  commercial 
bank  lending  to  small  business  by  both  large  and  small  banks.  Ad- 
vocacy also  has  produced  the  best  analysis  of  data  from  the  Federal 
Reserve  and  other  sources  on  changing  patterns  of  small  business 
lending.  Perhaps  they  can  be  inviteof  to  some  future  hearing. 

It's  my  hope  that  we  will  take  the  opportunity  of  this  morning's 
period,  however,  and  hopefully  some  additional  hearings,  to  exam- 
ine and  better  understand  how  the  changing  structure  of  our  finan- 
cial services  system  and  our  commercial  banking  system  in  particu- 
lar may  be  affecting  the  availability  of  credit  for  smaller  busi- 
nesses. 

Study  afler  study  has  shown  that  commercial  banks  are  by  far 
the  single  most  important  source  of  all  forms  of  credit  for  small 
businesses.  While  SBA  figures  show  a  slight  increase  in  total  bank 
lending  to  small  business  over  the  past  year,  at  least  one  study,  a 
very  important  study  by  Federal  Reserve  economists  Allen  Berger, 
Joseph  Scalise  and  University  of  Chicago  economist  Anil  Kashyap, 
estimates  that  bank  lending  to  small  businesses  has  declined  by  34 
percent  since  1989  and  is  expected  to  decline  an  additional  32  per- 
cent by  the  end  of  the  decade. 

Assuming  the  accuracy  of  this  look-back  and  probable  accuracy 
of  this  look-forward,  those  would  be  very  disturbing. 

The  study  that  I  just  referred  to  attributes  this  decline  in  small 
business  lending,  at  least  in  part,  to  the  thousands  of  bank  mergers 
that  have  taken  place  since  the  1980's.  Since  out-of-State  bank 
holding  companies  consistently  show  lower  ratios  of  small  commer- 
cial loans  to  deposits  than  local  independent  banks,  there's  reason 
to  be  concerned  that  further  bank  consolidation  may  continue  to  re- 
strict small  business  lending.  I'll  be  very  anxious  to  hear  the 
thoughts  of  the  panelists  on  this. 

I  believe  the  changing  structure  of  our  financial  services  industry 
has  far  greater  influence  on  the  availability  of  small  business  credit 
than  any  issue  or  problem  of  Government  regulation  and  red  tape. 
The  Committee  on  Banking  considered  regulatory  reform  issues  at 
length  last  year.  The  resulting  regulatory  relief  bill  includes  some 
very  important  improvements  but  it's  now  stalled,  and  for  good  rea- 
son. 

Despite  complaints  from  the  banking  industry  that  excessive  reg- 
ulation was  inhibiting  lending  to  both  consumers  and  small  busi- 
ness, manv  of  the  legislative  changes  actually  put  before  the  Com- 
mittee had  little  to  do  with  reducing  legal  or  technical  impediments 
or  disincentives  in  current  regulation  or  procedure.  Rather,  a  num- 
ber of  the  proposals  within  the  regulatory  relief  bill  sought  to  over- 
turn many  legitimate  safety  and  soundness  protections  enacted  in 
the  wake  of  the  thrift  crisis,  to  limit  bank  disclosure  and  liability 
to  consumers;  most  importantly,  to  cut  enforcement  of  community 
lending  requirements   under  the   Community   Reinvestment  Act, 


something  that  would  be  anathema  to  the  small  business  commu- 
nity. 

Despite  broad  bipartisan  support  for  eliminating  truly  unneces- 
sary and  burdensome  financial  regulation,  the  chance  for  enacting 
a  meaningful  financial  services  regulatory  relief  bill  has  been  un- 
dermined oy  some  of  those  extremist  positions.  I  think  there's  con- 
sensus on  90  percent  of  the  bill.  If  we  could  just  take  away  the  ex- 
tremist positions  we  should  be  able  to  sail  the  bill  right  through 
the  House. 

In  the  meantime,  I  want  to  give  a  word  of  kudos  to  the  regu- 
lators. The  regulators  in  the  past  few  years  have  taken  some  very 
meaningful  steps  to  ease  compliance  and  regulatory  burdens  on  fi- 
nancial institutions.  Over  the  past  3  years  we've  seen  far  more  sig- 
nificant regulatory  burden  relief  for  banking  institutions  than  in 
any  comparable  period  that  I'm  aware  of. 

banking  supervisory  agencies  have  eliminated  or  rewritten  doz- 
ens of  regulations,  simplified  small  bank  examinations,  revised  and 
simplified  bank  lending  limits  and  capital  calculations,  reduced  re- 
porting and  recordkeeping  requirements  and  greatly  simplified 
CRA  compliance.  This  effort  has  been  substantial  and  it  continues. 

Unfortunately,  effective  regulation  necessarily  entails  some 
amount  of  compliance  burden.  We'll  never  eliminate  that.  We  need 
to  review  the  regulatory  framework  to  eliminate,  though,  any  un- 
warranted burdens.  We  also  need  to  keep  in  mind  the  original  mo- 
tives of  promoting  bank  safety  and  soundness  and  protecting  tax- 
payers and  consumers. 

I  look  forward  to  hearing  from  the  witnesses.  Thank  you. 

Chair  Meyers.  Thank  you,  Mr.  LaFalce. 

We  have  a  distinguished  panel  with  us  today  and  our  first  wit- 
ness is  the  Honorable  Andrew  C.  Hove,  Vice-Chairman  of  the  Fed- 
eral Deposit  Insurance  Corporation.  Mr.  Hove. 

Mr.  POSHARD.  Madam  Chairman,  may  I  ask  unanimous  consent 
to  submit  an  opening  statement  for  the  record? 

Chair  Meyers.  Without  objection,  so  ordered.  If  there  are  others, 
I  would  ask  unanimous  consent  that  all  Members  be  allowed  to 
submit  an  opening  statement.  Thank  you. 

Chair  Meyers.  Mr.  Hove. 

[Mr.  Poshard's  statement  may  be  found  in  the  appendix.] 

TESTIMONY  OF  THE  HONORABLE  ANDREW  C.  HOVE,  JR.,  VICE- 
CHAIRMAN,  FEDERAL  DEPOSIT  INSURANCE  CORPORATION 

Mr.  Hove.  Thank  you,  Madam  Chair,  members  of  the  Commit- 
tee. I'm  pleased  to  have  this  opportunity  to  testify  before  you  today 
on  behalf  of  the  Federal  Deposit  Insurance  Corporation  on  the 
issue  of  credit  availability  for  small  business.  With  your  permis- 
sion, I  will  summarize  my  written  testimony,  which  discusses  re- 
cent trends  in  small  business  lending,  our  analysis  of  the  potential 
impact  on  credit  availability  of  increased  consolidation  of  the  bank- 
ing industry,  and  the  on-going  efforts  to  reduce  regulatory  burden 
by  streamlining  regulations  and  coordinating  the  supervisory  proc- 
ess. 

When  I  last  appeared  before  you  in  April  1993,  the  recession  of 
the  early  1990's  was  ending  and  the  FDIC  had  just  begun  to  see 
the  first  signs  of  increasing  strength  in  the  economy  and  increasing 


demand  for  credit  from  households  and  businesses.  At  that  time, 
the  banking  industry  was  attempting  to  resolve  the  large  number 
of  remaining  troubled  assets  from  the  1980's.  Bank  lending  to  busi- 
ness had  declined  in  virtually  every  quarter  throughout  the  1990 
to  1992  period. 

By  the  first  quarter  of  1993,  however,  the  industry  was  well  posi- 
tioned to  lend.  Over  95  percent  of  the  Bank  Insured  Fund-insured 
banks  were  well  capitalized.  Liquidity  levels  were  high  and  the 
FDIC  estimated  that  the  industry  as  a  whole  could  support  asset 
growth  of  $500  billion  and  still  remain  well  capitalized. 

Since  my  1993  testimony,  the  banking  industry  has  dem- 
onstrated continuing  strength.  Commercial  banks  have  attained 
record  high  earnings  and  have  maintained  both  high  liquidity  and 
capital  levels.  Last  year,  commercial  banks  achieved  record  earn- 
ings for  the  fourth  consecutive  year. 

The  improvement  in  the  health  of  the  banking  industry  over  the 
past  3  years  has  been  accompanied  by  increased  lending  to  small 
businesses.  Between  midyear  1994  and  midyear  1995  loans  by 
FDIC-insured  commercial  banks  to  small  businesses  and  small 
farms  increased  by  $23.6  billion  or  6.8  percent  and  smaller  banks 
with  less  than  $300  million  in  total  assets  accounted  for  42.4  per- 
cent of  that  total  volume  of  loans. 

Given  the  important  role  that  small  banks  play  in  extending 
credit  to  small  businesses  and  small  farms,  some  observers  have 
expressed  concern  regarding  the  availability  of  credit  to  this  sector 
if  industry  consolidation  trends  continue.  Banks  with  less  than 
$100  million  in  assets,  however,  remain  the  most  numerous  cat- 
egory of  institution.  As  of  December  31,  1995,  there  were  6,659 
commercial  banks  in  this  category,  which  held  22  percent  of  all  the 
loans  to  small  businesses,  even  though  they  represented  only  6.8 
percent  of  the  industry  assets.  They  operate  in  over  4,000  cities 
and  towns  in  which  there  are  no  offices  of  larger  banks,  providing 
essential  financial  services  to  consumers  and  businesses. 

In  3  of  the  last  6  years,  banks  with  assets  of  less  than  $100  mil- 
lion were  more  profitable  than  the  industry  average,  as  measured 
by  return  on  assets. 

Small  institutions  have  demonstrated  the  ability  to  thrive  in  both 
large  and  small  markets.  While  smaller  banks  may  not  have  the 
financial  resources  to  service  major  corporate  customers  to  the 
same  extent  as  larger  banking  institutions,  smaller  banks  have  cer- 
tain advantages  in  working  with  smaller,  local  businesses.  Their 
necessary  focus  on  the  local  community  has  enabled  small  banks  to 
specialize  in  extending  credit  to  small  businesses  and  small  farms. 

Although  the  trend  toward  consolidation  in  banking  appears  like- 
ly to  continue,  the  data  suggest  that  the  smaller  banking  organiza- 
tion focused  on  service  to  a  particular  local  community  and  taking 
advantage  of  competitive  strengths  resulting  from  that  focus  can 
continue  to  prosper. 

In  addition  to  consolidation,  regulatory  burden  can  affect  the 
ability  of  banks,  and  especially  smaller  banks,  to  lend  to  small 
businesses.  In  recent  years,  the  regulatory  agencies  have  taken  nu- 
merous steps  to  simplify  and  clarify  supervisory  policy  and  report- 
ing requirements  in  an  attempt  to  remove  impediments  to  bank 


lending  that  might  occur  due  to  necessary  costs  or  supervisory  bur- 
dens. 

When  I  testified  before  the  Committee  in  1993,  the  FDIC  had 
joined  with  other  bank  and  thrift  regulators  in  announcing  a  joint 
program  to  address  the  problems  of  credit  availability,  especially 
for  small-  and  medium-sized  businesses  and  farms. 

The  prog^'am  addressed  five  areas:  Number  one,  lending  to  small 
and  medium-sized  businesses  and  farms;  number  two,  real  estate 
lending  and  appraisals;  number  three,  paperwork  and  regulatory 
burden;  number  four,  appeals  of  examination  decisions  and  com- 
plaint handling;  and  number  five,  examination  processes  and  proce- 
dures. Since  1993,  the  FDIC  has  addressed  each  of  these  areas, 
which  I  describe  more  fully  in  my  written  testimony. 

The  reduction  of  regulatory  burden  imposed  by  unnecessary  and 
cumbersome  regulatory  requirements  is  critical  to  the  ability  of 
smaller  banks  to  compete  effectively  with  larger  banks  and  non- 
depository  financial  comDanies.  Regulatory  relief  is  a  major  initia- 
tive at  FDIC. 

In  1992,  I  directed  a  review  of  each  FDIC  regulation,  policy 
statement  and  program  in  order  to  identify  and  accelerate  action 
on  initiatives  that  would  eliminate  any  unnecessary  burden  or  oth- 
erwise promote  economic  growth.  In  addition,  to  implement  the 
Riegle  Community  Development  and  Regulatory  Improvement  Act 
of  1994,  the  FDIC  is  currently  reviewing  120  regulations  and  policy 
statements.  We're  evaluating  each  of  tnem  to  determine  whether 
they  are  necessary  to  ensure  a  safe  and  sound  banking  system, 
whether  they  enhance  the  functioning  of  the  marketplace  and 
whether  they  can  be  justified  on  strong  public  policy  grounds  relat- 
ed to  consumer  protection. 

In  conclusion,  I  believe  that  the  initiatives  we  have  implemented, 
taken  as  a  whole,  have  created  a  climate  that  is  more  conducive 
to  lending  and  eliminated  some  misunderstandings  that  existed  in 
the  industry.  The  relationship  between  increasing  credit  availabil- 
ity and  reducing  regulatory  burden,  however,  is  an  indirect  one 
that's  not  easy  to  measure. 

Although  it's  almost  impossible  to  isolate  and  allocate  the  im- 
provement in  the  lending  climate  between  reduced  regulatory  bur- 
den and  a  generally  improved  economy,  both  factors  have  contrib- 
uted to  improving  opportunities  for  small  business  lending. 

I'll  be  happy  to  answer  your  questions.  Thank  you  very  much. 

Chair  Meyers.  Thank  you  very  much  for  your  testimony,  Mr. 
Hove. 

[Mr.  Hove's  statement  may  be  found  in  the  appendix.] 

Our  next  witness  is  the  Honorable  Janet  Yellen  and  she's  a  Grov- 
ernor  of  the  Federal  Reserve  System.  Thank  you  for  being  with  us. 
Dr.  Yellen. 

TESTIMONY  OF  THE  HONORABLE  JANET  L.  YELLEN, 
GOVERNOR,  FEDERAL  RESERVE  SYSTEM 

Dr.  Yellen.  Thank  you,  Madam  Chair.  I'm  pleased  to  be  here 
today  to  discuss  the  environment  for  small  business  financing  and 
the  role  of  banks  in  providing  credit  to  small  firms.  My  oral  com- 
ments will  be  brief  and  I'd  ask  that  my  longer  statement  be  in- 
cluded in  the  record. 


I  think  we  would  all  ag^ee  that  the  financial  environment  today 
is  markedly  improved  from  that  of  early  1993,  when  Chairman 
Greenspan  appeared  before  this  Committee  to  discuss  small  busi- 
ness credit.  V^ile  undoubtedly  there  remain  pockets  of  weakness, 
a  wide  array  of  statistical  indicators  suggest  that  access  to  bank 
credit  has  eased  appreciably  for  all  businesses  since  that  period. 

Business  loans  at  banks  expanded  rapidly  in  the  last  2  years. 
Small  businesses  participated  in  this  expansion.  Data  collected 
from  banks  in  the  June  Call  Reports  revealed  that  small  commer- 
cial loans  increased  more  than  7  percent  between  June  1994  and 
June  1995.  Roughly  a  third  of  the  growth  in  small  loans  over  that 
period  occurred  at  7,000  mostly  small  and  regional  banks  whose 
business  loan  portfolios  comprise  only  small  loans.  A  good  portion 
of  the  expansion,  though,  was  at  large  banks  with  more  than  $5 
billion  in  assets. 

While  the  growth  in  loans  has  been  importantly  demand-related 
as  the  economy  expanded,  the  willingness  of  banks  to  supply  credit 
also  has  been  on  the  upswing.  Continued  improvements  in  bank 
profits,  healthy  capital  positions  arid  low  delinquency  rates  on  busi- 
ness loans  have  encouraged  banks  to  compete  aggressively  for  busi- 
ness customers. 

Perhaps  the  most  telling  evidence  of  improved  financing  opportu- 
nities are  reports  from  small  businesses  themselves.  Small-  and 
mid-sized  firms  surveyed  by  the  National  Federation  of  Independ- 
ent Businesses  had  reported  that  interest  rates  and  financing  were 
among  their  most  pressing  problems  in  the  early  1990's.  Only  a 
small  percentage  of  firms  cited  this  as  a  concern  in  recent  surveys. 
The  Federal  Reserve's  National  Survey  of  Small  Business  Finances, 
which  is  highlighted  in  my  written  statement,  quantifies  the  impor- 
tant role  that  banks  continue  to  play  in  small  business  financing. 

Looking  ahead,  there  are  a  number  of  developments  in  banking 
markets  that  may  be  significant  for  small  businesses.  Perhaps  the 
most  prominent  is  the  on-going  consolidation  of  the  banking  indus- 
try, which  some  fear  will  have  a  negative  impact  on  small  business 
lending.  We  are  likely  to  see  merger  activity  continue  for  a  while 
and  inevitably  some  banking  relationships  will  be  disturbed  when 
ownership  and  management  change.  However,  we  would  expect 
these  effects  to  be  short-lived. 

Analyses  of  banking  markets  over  the  years  have  provided  little 
support  for  the  notion  that  when  large  banks  enter  a  market  they 
drive  out  the  smaller  banks.  Our  staff  studies  have  shown  that 
smaller  banks  typically  perform  as  well  or  better  than  their  larger 
counterparts,  even  in  markets  dominated  by  large  institutions. 

Should  large  banks  find  it  too  costly  to  establish  a  lending  pres- 
ence in  small  business  markets,  perhaps  because  it's  inefficient  for 
large,  remote  institutions  to  maintain  close  working  relationships 
with  small  customers,  then  other  small  banks  in  the  area  and  new 
entrants  will  be  positioned  to  fill  the  gap.  Indeed,  there  were  many 
reports  that  community  banks  were  eagerly  looking  to  increase 
their  market  shares  following  some  of  the  large  bank  mergers  last 
year. 

I  offer  these  generalizations  with  caution.  The  Federal  Reserve 
takes  very  seriously  its  responsibility  for  evaluating  the  possible 
impact  of  bank  mergers  on  local  markets.  We've  found  that  each 
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assessment  must  be  done  on  a  case-by-case  and  market-by-market 
basis.  To  this  end  we  devote  considerable  resources  to  assessing 
competitive  impacts,  CRA  concerns,  and  a  variety  of  other  factors, 
and  we  will  be  watching  closely  for  evidence  that  small  businesses 
are  being  disadvantaged  by  bank  mergers. 

A  number  of  other  changes  in  the  credit  markets  seemingly  bode 
well  for  small  business  financing,  including  the  efforts  of  large  in- 
stitutions to  meet  community  development  concerns  and  enhance 
their  presence  in  local  markets. 

In  addition,  new  technologies  and  information  flows  are  provid- 
ing opportunities  for  banks  and  other  lenders  to  more  efficiently 
evaluate  loan  risks.  Many  large  banks  already  have  begun  to  probe 
the  possibilities  of  credit  scoring  techniques  for  small  business  mar- 
kets. We  anticipate  that  the  cost  savings  generated  through  these 
new  processes  will,  if  not  passed  on  to  small  business  customers, 
at  least  permit  banks  of  all  sizes  to  continue  profitably  serving  this 
sector  of  the  credit  markets. 

I'm  optimistic  about  the  outlook  for  small  business  credit  avail- 
ability. We  have  emerged  from  the  credit  crunch  into  a  much 
sounder  financing  environment  and  a  well  balanced  economic  ex- 
pansion. Moreover,  many  of  the  new  developments  in  banking  point 
to  more  efficient  risk  management  techniques  that  could  lower  the 
cost  of  small  business  lending.  At  the  same  time,  many  of  our  large 
banks  have  become  quite  actively  involved  in  small  business  and 
community  development  progprams. 

Our  conversations  with  bankers  and  small  business  groups  sug- 
gest that  bank  regulatory  issues  are  not  the  pressing  concern  todav 
that  they  were  a  few  years  ago.  Nonetheless,  we,  as  regulators,  will 
continue  to  review  our  rules  and  procedures  to  ensure  that  unnec- 
essary burdens  do  not  hinder  banks'  willingness  to  lend  to  credit- 
worthy small  businesses.  Thank  you. 

[Dr.  Yellen's  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  Thank  you.  Dr.  Yellen. 

Our  next  witness  is  Ms.  Sandy  Maltby.  She's  senior  Vice  Presi- 
dent for  Small  Business  Services  of  KeyCorp  in  Cleveland,  Ohio. 
She's  also  a  member  of  the  Small  Business  Council  of  the  U.S. 
Chamber  of  Commerce,  and  we're  glad  to  have  you  with  us. 

TESTIMONY  OF  SANDY  MALTBY,  SENIOR  VICE  PRESIDENT, 
SMALL  BUSINESS  SERVICES,  KEYCORP,  CLEVELAND,  OfflO 

Ms.  Maltby.  Thank  you.  Madam  Chair,  on  behalf  of  KeyCorp 
and  the  Small  Business  Coimcil  of  the  U.S.  Chamber  of  Commerce, 
I  would  like  to  thank  the  Chair  and  the  Committee  for  giving  us 
the  opportunity  to  talk  about  the  new  role  that  we  believe  banks 
are  having  with  the  relationship  with  small  business  customers. 

For  your  information,  KeyCorp  is  headquartered  in  Cleveland, 
Ohio.  We're  the  Nation's  second  largest  lender  to  small  businesses. 
We're  also  one  of  the  Nation's  largest  bank  holding  companies,  with 
$66  billion  in  assets.  We're  a  national  banking  company  with  more 
than  1,300  offices  in  13  States,  ranging  from  Maine  to  Alaska. 
We've  gotten  to  be  our  size  at  $66  billion  through  over  100  mergers 
over  the  last  20  years. 

At  Key  we  have  many  different  types  of  small  business  cus- 
tomers, ranging  from  lobster  fishermen  in  Maine,  florists  in  Utah, 


apple  growers  in  Washington  and  office  supply  companies  in  An- 
chorage, Alaska. 

Throughout  our  experience  in  working  with  small  business  own- 
ers, we've  learned  five  principles  of  dealing  with  small  business 
customers.  First,  of  course,  is  that  these  enterprises  do  need 
unimpeded  access  to  capital. 

Second,  though,  is  that  success  depends  on  more  than  just  cap- 
ital. Entrepreneurs  need  a  full  range  of  banking  services  but  they 
also  need  help  in  personnel  management,  understanding  regulatory 
requirements,  sales  management  and  even  referrals  to  accountants 
and  lawyers. 

Third,  it  is  decidedly  in  our  best  interest  as  a  bank  and  a  lender 
that  our  customers  be  informed  and  astute  managers  in  the  best 
way  to  optimize  and  make  the  most  out  of  their  business. 

Fourth,  entrepreneurs  are  different.  They're  not  like  you  and  I. 
V/e  all  need  to  learn  how  to  do  business  on  terms  that  are  accept- 
able to  entrepreneurs  and  small  businesses. 

Fifth,  they  need  to  work  with  bankers  who  are  local,  bankers 
who  are  knowledgeable  about  them,  about  their  business,  and 
knowledgeable  about  issues  that  are  common  to  growing  busi- 
nesses. 

Out  of  these  five  principles  and  years  of  working  with  small  busi- 
nesses has  evolved  our  KeyCorp  model  for  small  business  banking. 
It's  an  approach  that  attempts  to  address  the  twin  issues  of  access 
to  capital  out  also  access  to  knowledge  and  skill. 

We  have  organized  our  small  business  banking  model  to  deliver 
capital,  skills  and  banking  services  and  we've  been  successful  in 
serving  small  businesses  by  offering  five  key  strategies. 

First,  we  do  offer  customized  financial  solutions  for  small  busi- 
nesses. They're  pretty  much  the  same  ser\'ices  that  you'll  see  at 
many  banks  but  at  KeyCorp  we  haven't  taken  the  same  products 
that  we  offer  Fortune  500  customers  and  just  provided  them  to 
small  businesses.  Instead,  entrepreneurs  have  access  to  the  same 
benefits  of  the  products  and  services  that  a  Fortune  500  company 
can  get  but  they're  provided  to  an  entrepreneur  in  a  way  that's 
easy  for  them  to  understand. 

Second,  KevBank  offers  many  local  resources.  Just  a  few  weeks 
ago  in  Columbus,  Ohio  we  opened  an  office  that  is  specifically  dedi- 
cated to  serving  small  business  customers.  In  this  office  in  Colum- 
bus, Ohio  we  have  specially  trained  bankers  that  we've  trained  on 
how  to  talk  and  consult  with  small  business  customers.  We  have 
a  mix  of  personal  computer-based  resources  to  help  entrepreneurs 
adopt  strong  management  practices,  understand  what  sources  of 
capital  are  available  to  them.  The  KeyCenter  is  like  no  other 
branch  that  you've  seen  in  a  typical  bank  for  small  businesses. 

Third,  is  our  mentor  program  and  networking  opportunities.  Our 
customers  tell  us  that  it's  lonely  at  the  top  being  a  small  business 
owner  and  they  don't  know  where  to  go  to  for  information  and  help. 
At  KeyBank  of  Maine,  for  example,  KeyBank  employees  that  might 
have  an  expertise  in  finance  or  marketing  will  sit  and  work  with 
entrepreneurs  to  help  them  solve  business  challenges  and  help 
them  navigate  their  way  to  success. 

Fourth,  is  our  advocacy  component.  KeyCorp  can  help  small  busi- 
nesses get  their  voices  heard  in  support  or  in  opposition  to  Govern- 
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ment  proposals  or  regulations.  As  a  large  bank,  we  have  the  oppor- 
tunity and  the  stature  to  help  small  businesses  all  around  America 
get  their  voices  heard. 

For  example,  last  year  KeyCorp  hosted  over  100  small  business 
owners  to  Washington,  DC  to  meet  with  U.S.  Senators,  Congress- 
men, and  SBA  officials.  Following  that  forum,  we  had  meetings  in 
13  States  with  our  local  legislators  to  help  address  small  business 
issues. 

Last  and  most  important  is  our  people.  At  KeyCorp  we  have  a 
one-of-a-kind,  comprehensive  certification  program  that  our  em- 
ployees will  go  through  and  learn  how  to  consult  with  small  busi- 
nesses to  make  their  businesses  more  successful.  We  learn  how  to 
talk  the  talk  of  entrepreneurs. 

So  you  might  be  asking  yourself,  what  does  this  have  to  do  with 
access  to  capital?  Well,  that's  precisely  our  point.  At  Key  we  believe 
that  if  we're  a  resource  to  our  small  business  customers  and  we  can 
provide  them  with  tools  they  need  to  run  a  successful  business, 
we're  then  in  a  better  position  to  lend  to  them  when  they  need 
their  access  to  capital  and  they're  in  a  better  position  to  Borrow. 

Serving  small  businesses  is  not  a  sometime  thing  at  KeyBank,  so 
we're  willing  to  invest  in  long-term  relationships  with  small  busi- 
ness customers.  I  think  our  success  has  proven  that  as  a  large 
bank,  $66  billion  in  assets,  if  you  don't  take  your  eye  off  the  cus- 
tomer and  invest  in  a  long-term  relationship  with  entrepreneurs, 
you  can  grow  as  a  banking  institution  while  still  meeting  the  needs 
of  your  local  community. 

I've  been  in  this  business  for  18  years  and  I've  seen  a  lot  of  very 
positive  changes  as  a  result  of  banking  mergers.  Through  the  dec- 
ades of  rising  competition  and  consolidation,  we've  always  known 
that  our  secret  weapon  in  banking  was  our  location.  We're  rooted 
in  our  communities  and  we're  a  key  component  of  our  neighbor- 
hoods. That  closeness  is  what  we  believe  at  KeyBank  gives  us  the 
knowledge  to  help  build  America's  small  businesses.  The  historical 
forces  that  are  occurring  in  banking  have  given  us  the  incentive  to 
change.  Thank  you. 

[Ms.  Maltby's  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  Thank  you  very  much,  Ms.  Maltby. 

Our  next  witness  is  Dr.  Cynthia  A.  Glassman,  managing  director 
of  Furash  &  Company,  Washington,  DC. 

TESTIMONY  OF  CYNTHIA  A,  GLASSMAN,  PH.D.,  MANAGING 
DIRECTOR,  FURASH  &  COMPANY,  WASHINGTON,  DC 

Dr.  Glassman.  Madam  Chairman  and  members  of  the  Commit- 
tee, I  appreciate  the  opportunity  to  give  my  views  on  the  environ- 
ment for  small  business  lending^^  It  is  an  area  on  which  I  have 
spent  much  of  my  career  at  the  Treasury  Department,  at  the  Fed- 
eral Reserve  Board,  and  in  my  current  position  as  a  managing  di- 
rector at  Furash  &  Company,  where  I  consult  with  financial  insti- 
tutions on  small  business  issues. 

I  will  summarize  my  written  testimony,  which  covers  three  top- 
ics: The  current  environment  compared  to  the  so-called  credit 
crunch,  regulatory  impediments,  and  the  role  of  nonbank  lenders. 

The  current  environment  is  excellent.  Banks  are  healthy,  their 
capital  positions  are  strong,  and  earnings  have  hit  record  highs  for 
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the  last  4  years.  Technological  advances  have  reduced  the  cost  of 
small  business  lending  and  regulators  are  encouraging  banks  to 
lend  to  small  businesses. 

With  a  grovsdng  economy,  banks  are  willing  and  able  to  lend  to 
small  businesses.  Competition  is  intense.  According  to  NFIB  sur- 
veys, credit  availability  is  not  a  significant  issue  for  its  members. 

This  contrasts  markedly  with  the  so-called  credit  crunch  of  the 
early  1990's.  Then,  the  banking  industry  was  not  healthy.  Over 
1,000  banks  failed  between  1982  and  1992.  Severe  credit  quality 
problems  meant  earnings  had  to  be  used  to  buildup  loan  loss  re- 
serves. 

At  the  same  time,  as  FDICIA  was  being  debated  and  ultimately 
passed,  banks  had  to  improve  their  capital-to-assets  ratios.  There 
are  only  two  ways  to  accomplish  this:  Increase  capital  or  decrease 
assets. 

Increasing  capital  by  retaining  earnings  or  issuing  new  equity 
was  not  easy  at  the  time,  so  many  banks  had  to  shrink  assets  by 
limiting  lending.  Overlay  that  with  bank  and  regulator  concerns 
about  borrowers'  credit  quality  and  it  should  have  been  no  surprise 
that  bank  lending  in  general  and  to  small  businesses  in  particular 
was  not  going  to  be  strong. 

But  despite  the  better  environment  now,  there  are  still  concerns 
that  small  businesses  face  obstacles  in  obtaining  bank  credit.  Be- 
fore addressing  them,  though,  I  would  like  to  make  two  key  points. 

First,  not  all  small  businesses  are  credit-qualified,  no  matter  how 
good  the  lending  environment  is.  Second,  a  bank's  primary  busi- 
ness is  to  lend  money  and  to  get  paid  back. 

At  your  earlier  hearing  the  issues  raised  included  the  impact  of 
consolidation,  the  demise  of  character  loans,  and  current  regulatory 
impediments.  There  is  no  question  that  consolidation  has  picked  up 
steam  and  will  continue  for  the  next  few  years,  but,  in  my  view, 
there  will  still  be  thousands  of  banks  by  the  end  of  the  century. 

There  are  several  reasons  for  the  consolidation  and  they  include 
elimination  of  restrictions,  economies  of  scale  and  scope,  technology 
and  efficiencies. 

One  concern  about  consolidation  is  that  it  replaces  community 
banks  with  large  organizations  that  do  not  serve  small  businesses 
well.  But  for  many  large  retail  banks,  small  business  banking  is  a 
key  strategic  initiative.  They  have  created  units  that  focus  on  small 
business;  dedicated  staff;  established  financial  incentives;  stream- 
lined their  credit  process,  and  introduced  products  tailored  to  meet 
small  business  needs.  In  fact,  banks  with  assets  over  $1  billion 
make  the  majority  of  commercial  bank  loans  to  small  business. 

Turning  to  character  loans,  they  are  less  prevalent  than  they 
used  to  be,  and  for  a  good  reason.  No  matter  how  much  a  business 
owner  wants  to  repay  a  loan,  if  the  business  does  not  generate 
earnings  and  cash  flow  or  have  the  collateral  to  support  the  loan, 
the  business  owner  cannot  repay,  despite  his  or  her  good  inten- 
tions. 

That  brings  me  to  regulatory  impediments.  The  apparent  belief 
is  that  if  regulators  evaluate  each  individual  loan  then  banks  will 
be  less  willing  to  take  on  risky  loans.  In  our  experience  the  regu- 
lators are  moving  away  from  loan  by  loan  reviews  and  looking  at 
small  business  loan  risk  on  a  portfolio  basis. 
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Finally,  nonbank  competition  for  small  business  loans  is  increas- 
ing. Banks  are  clearly  important,  but  nonbanks  have  made  sub- 
stantial inroads.  According  to  the  Fed  study,  37  percent  of  small 
businesses  had  a  credit  line,  loan  or  capital  lease  at  a  bank,  but 
19  percent  had  such  a  borrowing  relationship  with  a  nondepository 
institution,  namely  at  a  finance  company  or  a  leasing  company. 

The  Money  Store,  a  finance  company,  is  the  largest  SBA  lender 
and  has  been  for  years.  Merrill  Lynch's  small  business  loans  out- 
standing reportedly  have  grown  to  close  to  $1  billion.  According  to 
a  Consumer  Bankers  Association  recent  survey,  58  percent  of  re- 
spondents consider  Merrill  Lynch  to  be  their  third  largest  competi- 
tor, afler  regional  and  community  banks. 

In  sum,  both  bank  and  nonbank  competition  for  small  business 
loans  is  strong  and  growing.  To  reiterate,  the  small  business  lend- 
ing environment  is  quite  hospitable  these  days.  The  market  is 
working.  Thank  you. 

[Dr.  Glassman  s  statement  may  be  found  in  the  appendix.] 

Chair  MEYERS.  Thank  you  very  much,  Dr.  Glassman.  We  appre- 
ciate your  being  here. 

Our  next  witness,  without  prejudice,  of  course,  is  from  what  we 
like  to  call  real  America,  God's  country,  USA.  He's  Frank  A. 
Suellentrop  and  he's  President  of  the  State  Bank  of  Colwich,  Kan- 
sas and  he  is  here  today  speaking  for  himself,  of  course,  but  also 
representing  the  Independent  Bankers  Association  of  America.  Mr. 
Suellentrop. 

TESTIMONY  OF  FRANK  A.  SUELLENTROP,  PRESIDENT,  STATE 
BANK  OF  COLWICH,  COLWICH,  KANSAS,  REPRESENTING  THE 
INDEPENDENT  BANKERS  ASSOCIATION  OF  AMERICA 

Mr.  Suellentrop.  Thank  you.  Madam  Chair  and  members  of  the 
Committee.  I  am  Frank  Suellentrop,  Chairman  of  the  Community 
Bankers  Association  of  Kansas  and  President  of  the  State  Bank  of 
Colwich,  Kansas.  We're  a  small  community  bank  with  approxi- 
mately 34  employees. 

The  Independent  Bankers  Association  of  America,  IBAA,  appre- 
ciates this  opportunity  to  present  our  views  on  the  subject  of  the 
role  of  banks  in  small  business  financing.  IBAA  represents  the  in- 
terests of  about  5,500  independent  community  banks  nationwide. 
Our  Community  Bankers  Association  in  Kansas  similarly  rep- 
resents approximately  430  banks  in  Kansas  and  150  in  our  organi- 
zation, including  14  in  the  Third  Congressional  District.  We  have 
talked  with  several  of  these  Third  District  banks,  whose  views  are 
incorporated  into  this  statement. 

In  the  interest  of  time,  Madam  Chair,  I  would  like  to  summarize 
my  remarks  and  submit  my  full  statement  for  the  hearing  record. 

At  the  outset,  our  associations  wish  to  commend  and  thank  the 
chair  for  her  outstanding  work  on  behalf  of  small  business.  Not 
only  is  Miss  Meyers  the  first  woman  chair  of  a  Congressional  Small 
Business  Committee,  but  arguably  she  is  the  most  energetic.  In  ad- 
dition to  her  monthly  Small  Business  Association  breakfast,  there 
were  59  public  Committee  and  Subcommittee  hearings  during 
1995,  more  than  one  per  week. 
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This  Committee  developed  and  guided  to  enactment  legislation 
preserving  and  enhancing  SBA  loan  programs  that  are  so  impor- 
tant to  small  businesses  nationwide. 

We  also  appreciate  the  chair's  support  of  family  tax  relief  for 
farms  and  small  businesses,  which  IBAA  believes  is  critical  to  pre- 
serving small  communities  in  a  diversified,  decentralized  economy. 

So  thank  you  for  this  record  of  achievement.  I  hope  that  portion 
won't  be  taken  out  of  my  time. 

Chair  Meyers.  We'll  try  to  work  it  in. 

Mr.  SuELLENTROP.  As  noted  in  this  Committee's  February  28  in- 
troductory hearing,  almost  all  small  businesses  are  unique.  Based 
upon  tax  returns  filed,  there  are  22  million  individual  businesses 
in  the  United  States.  The  National  Small  Business  United  witness 
on  February  28  surveyed  the  diversity  of  small  businesses  and  ob- 
served that  there's  no  single  silver  bullet  that  will  solve  the  financ- 
ing problems  of  all  segments  of  small  business.  IBAA  agrees  and 
we  believe  that  these  conditions  call  for  financial  service  providers, 
legislators  and  regulators  to  work  together  toward  improving  mul- 
tiple avenues  of  access  to  capital  for  the  range  of  small  businesses. 

Public  and  private  studies  show  that  small  businesses  had  ac- 
counted for  two-thirds  of  the  net  new  jobs  since  the  early  1970's. 
Job  creation  in  the  U.S.  economy  has  been  a  remarkable  success 
story.  Community  banks,  according  to  the  Federal  Reserve,  are  the 
most  important  source  of  both  financing  and  advice  for  small  busi- 
ness. Our  banks  are  thus  partners  of  small  business  in  our  Nation's 
economic  growth  and  job  creation. 

This  partnership  has  been  good  for  small  business  and  for  the 
U.S.  economy.  The  core  of  business  of  community  banks  is  servicing 
the  financial  needs  of  the  communities,  including  small  business, 
farms  and  consumers.  Community  banks  are  locally  owned  and  op- 
erated. Their  boards  of  directors  are  composed  of  local  citizens  who 
have  a  natural  interest  in  building  up  the  towns  and  cities  where 
they  live  and  where  their  banks  do  business. 

The  State  Bank  of  Colwich  is  a  rather  typical  community  bank. 
We  have  about  $65  million  in  assets.  As  of  March  31  we  had  288 
business  loans  outstanding  with  about  20  conventional  small  busi- 
ness loans  for  every  SBA  loan.  In  making  small  business  loans, 
community  bankers  are  more  willing  to  assess  the  borrower's  char- 
acter and  his  or  her  family  history. 

Branch  managers  of  chain  banks  often  do  not  have  this  kind  of 
local  experience.  If  the  risk  of  a  character  loan  is  greater,  the  com- 
munity banker  may  charge  a  little  more  for  the  loan,  but  commu- 
nity banks  will  frequently  take  a  chance  on  a  business  venture  of 
a  reliable  local  citizen  in  hopes  of  creating  a  long-term  relationship 
with  a  successful  business. 

NFIB's  February  28  testimony  confirms  that  availability  of  credit 
is  the  most  important  factor  to  any  small  business.  The  price  of  the 
credit  is  secondary. 

My  experience  is  that  fees  and  documentation,  which  the  small 
business  owner  perceives  as  extra  cost  and  paperwork,  can  be  a 
real  detriment  to  using  the  SBA  program  and  should  be  minimized. 

Federal  Government  statistics  make  the  point  that  small  commu- 
nity banks  holding  about  15  percent  of  deposits  loan  about  half  of 
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all  the  dollar  amounts  of  less  than  $250,000,  the  heart  of  small 
business  lending. 

Responding  in  large  part  to  the  public  policy  decision  by  the  last 
Congress  to  permit  full  nationwide  banking  and  interstate  branch- 
ing by  1997,  the  banking  industry  in  the  last  15  months  has  experi- 
enced massive  consolidation,  branch  closings  and  job  losses.  Unfor- 
tunately, Madam  Chair,  legislation  is  pending  before  the  House 
Banking  Committee  which  would  open  the  door  to  common  owner- 
ship of  the  largest  commercial  banks,  securities  firms  and  insur- 
ance underwriters. 

Thus,  financial  concentration  is  a  major  concern  to  the  small 
business  community  and  American  agriculture.  It  is  with  regret 
that  we  oppose  the  financial  consolidation  package  that  Chairman 
Leach  is  putting  together,  a  package  that  will  benefit  Wall  Street 
to  the  detriment  of  Main  Street. 

As  this  historic  Congress  comes  into  its  home  stretch,  it  could 
take  one  action  that  would  go  a  long  way  toward  preserving  the  en- 
vironment for  community  banks.  We  urge  this  Congress  to  keep  the 
promise  and  accord  community  banking  relief  from  a  crushing  reg- 
ulatory burden.  A  mean  regulatory  burden  relief  bill  is  pending  be- 
fore the  House  leadership  but  unfortunately  is  being  kept  hostage 
to  a  broader  financial  restructuring  bill,  which  does  not  accord  with 
the  interests  of  the  Nation's  small  business  community. 

Regulatory  relief  is  the  number  one  priority  of  community  banks 
this  year.  The  accounting  firm  of  Grant  Thornton  surveyed  2,600 
community  banks  and  foimd  that  the  cost  of  compliance  with  a 
dozen  most  pervasive  Federal  regulations  was  $3.2  billion  per  year, 
with  one  third  of  this  total,  over  $1  billion,  attributable  to  the  Com- 
munity Reinvestment  Act. 

These  regulatory  burdens  are  breaking  the  backs  of  independent 
banks  and  making  it  more  difficult  for  them  to  meet  the  credit 
needs  of  their  communities,  and  also  one  of  the  main  reasons  that 
they're  looking  at  consolidations. 

Our  small  Dusiness  customers  also  suffer  from  overregulation 
and  similarly  need  relief.  Another  action  that  would  be  helpful  is 
the  passage  of  legislation  introduced  by  Congressman  Baker  to  re- 
form the  Federal  Home  Loan  Bank.  Community  banks  in  rural 
America  are  beginning  to  encounter  liquidity  problems  as  core  de- 
posits flow  to  mutual  funds.  As  we  well  know,  mutual  funds  do  not 
make  small  business  loans. 

Chairman  Baker's  proposed  reform  of  the  Federal  Home  Loan 
Bank  system  would  make  advances  from  Federal  Home  Loan 
banks  more  readily  available  to  small  businesses  and  agriculture. 

We're  also  pushing  to  allow  community  banks  to  tap  the  funding 
source  of  the  farm  credit  system,  which  enjoys  GSE  status. 

Longer  term,  we  strongly  urge  Congress  to  review  the  privileged 
status  of  credit  unions.  Larger  credit  unions  are  virtually  indistin- 

fLiishable  from  commercial  banks  but  are  exempt  from  Federal  and 
tate  taxation  and  also  exempt  from  other  banking  standards,  in- 
cluding the  Community  Reinvestment  Act. 

Nonbank  lenders  are  not  subject  to  bank-like  supervision.  They 
can  sell  both  guaranteed  and  unguaranteed  portions  of  SBA-guar- 
anteed  loans  into  the  secondary  markets,  which  commercial  banks 
cannot. 
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Government  programs  of  guaranteeing  credit  are  important  to 
small  business,  independent  banks  and  their  communities.  They 
make  possible  loans  that  would  otherwise  be  unbankable. 
Securitization  is  coming  to  the  business  loan  marketplace  and  ex- 
perts have  already  expressed  concerns  that  the  securitization  proc- 
ess will  reduce  the  role  of  community  banks  in  financing  small 
firms.  We  share  these  concerns. 

Community  bankers  fought  hard  during  Congress  for  a  tax  pro- 
gram that  is  largely  small  business-oriented.  We  were  gratified 
when  a  number  of  these  provisions  passed  Congress  as  part  of  the 
Balanced  Budget  Act.  Community  bankers  also  feel  strongly  that 
the  tax  subsidy  of  larger,  bank-like  credit  unions  should  be  re- 
pealed. 

In  conclusion.  Madam  Chair,  community  banks,  with  their  spe- 
cialized financing  skills,  will  be  needed  to  provide  the  combination 
of  credit  and  advice  to  give  new  small  businesses,  including  in- 
creasing numbers  of  women-owned  and  minority  businesses,  their 
best  chance  for  success.  We  thus  favor  revisiting  this  type  of  in- 
quiry periodically.  Meanwhile,  research  on  these  matters  should 
continue  on  Capitol  Hill  and  the  executive  agencies  to  provide  a 
basis  for  public  policy  decisions  on  U.S.  financial  structure  and  its 
ability  to  provide  capital  to  the  vital  small  business  sector  of  our 
economy. 

Thank  you  for  the  opportunity. 

[Mr.  Suellentrop's  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  Thank  you  very  much  for  being  with  us,  Frank. 
We're  glad  to  have  you  here. 

Our  next  witness  is  Mr.  James  Dowe  and  he  is  President  of  Ban- 
gor Savings  Bank  in  Bangor,  Maine  and  he  is  speaking  for  himself, 
of  course,  and  is  representing  America's  Community  Bankers.  Mr. 
LaFalce  has  asked  to  say  a  word  prior  to  your  testimony. 

Mr.  LaFalce.  Thank  you  very  much.  Madam  Chair, 

Mr.  Dowe,  Congressman  John  Baldacci,  an  outstanding  member 
of  this  Committee,  did  want  to  introduce  you  before  your  testimony 
and  tell  the  world  what  a  great  job  you're  doing  as  President  of 
Bangor.  Unfortunately  he  had  a  previous  commitment  that  he  had 
to  keep  and  couldn't  make  it,  but  Madam  Chair,  I'd  like  to  intro- 
duce into  the  record  the  flowery,  laudatory  words  of  Congressman 
Baldacci  concerning  Mr.  Dowe,  with  your  permission. 

Chair  Meyers.  Well,  after  carrying  on  about  Mr.  Suellentrop  I 
feel  like  I  have  to  give  you  that  opportunity,  so  without  objection, 
so  ordered. 

Mr.  LaFalce.  I've  some  brief  meetings  with  all  the  previous  wit- 
nesses, too.  I  was  especially  pleased  to  see  Miss  Sandy  Maltby  of 
KeyCorporation.  Although  they're  not  headquartered  in  my  con- 
gressional district,  they  should  be.  Pass  that  on  to  Bob  or  Victor 
or  whoever  made  that  decision. 

One  more  thing  while  I  have  the  microphone  for  a  brief  minute. 
I'm  very,  vepr  pleased  to  welcome  a  new  member  of  the  Small  Busi- 
ness Committee.  He  attended  one  previous  meeting  and  got  here 
after  I'd  left  so  I  didn't  have  an  opportunity  to  introduce  him  to  the 
Committee  at  that  time. 

But  I  think  the  Committee  is  going  to  be  magnificently  served 
and  I  think  the  Congress  and  the  country  are  going  the  be  magnifi- 
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cently  served  by  one  of  our  newest  Members,  Congressman  Jesse 
Jackson  from  the  great  State  of  Illinois.  Congressman  Jackson  first 
came  to  my  attention  at  a  Democratic  convention  when  his  elo- 
quence surpassed  his  father. 

You  don't  have  to  worry.  Whenever  you  say  that  a  son  does 
something  better  than  his  father,  that  always  pleases  the  father. 
I  can't  say  he  surpassed  Mario  Cuomo  or  anybody  else  but  I  can 
say  he  surpassed  his  father  in  his  oratorical  excellence  and  I  know 
that  he  will  be  an  outstanding  member  of  this  Committee,  the 
Banking  Committee,  and  of  the  Congress.  We're  delighted  to  have 
you  here. 

Mr.  Jackson.  Thank  you  very  much. 

Chair  Meyers,  We  are  very  pleased  to  have  Mr.  Jackson  as  a 
member  of  this  Committee  and  welcome  him. 

Mr.  Jackson.  Thank  you.  Madam  Chair. 

Chair  Meyers.  Mr.  Dowe. 

TESTIMONY  OF  JAMES  DOWE,  PRESIDENT,  BANGOR  SAVINGS 
BANK,  BANGOR,  MAINE,  REPRESENTING  AMERICA'S  COMMU- 
NITY BANKERS 

Mr.  DowE.  Thank  you.  Chair  Meyers  and  members  of  the  Com- 
mittee, my  name  is  Jim  Dowe.  I'm  President  of  Bangor  Savings 
Bank,  a  mutual  institution  in  Bangor,  Maine.  Bangor  Savings  has 
$715  million  in  assets  and  is  an  active  lender  to  the  small  business 
community. 

I  am  pleased  to  appear  before  the  Committee  on  behalf  of  Ameri- 
ca's Community  Bankers,  where  I  serve  on  the  board  of  directors. 
ACB  is  a  national  trade  association  of  2,000  community  savings 
and  financial  institutions  and  related  business  firms.  The  industry 
has  more  than  $1  trillion  in  assets,  253,000  employees  and  14,500 
offices. 

I  would  like  to  state  at  the  outset  that  community  banking  is 
alive  and  well.  Small  business  customers  prefer  to  do  business  with 
their  local  community  bank  where  they  know  the  people  and  have 
ready  access  when  the  need  arises. 

An  added  value,  secret  weapon,  for  Bangor  Savings  Bank  and 
many  community  bankers  is  intimate  knowledge  of  our  local  busi- 
ness customers  and  their  needs.  Our  loans  are  to  family  business 
people  we  believe  in  and  trust. 

Before  discussing  our  specific  recommendations,  I  would  like  to 
review  briefly  a  few  examples  of  small  business  lending  by  Bangor 
Savings.  Generally  these  are  small  family  business  loans  that  large 
out-of-State  banks,  going  by  the  book,  might  not  make. 

For  example,  we  recently  granted  a  very  small  loan  to  two 
women  who  wanted  to  start  a  hairdressing  salon.  Their  salon  had 
been  part  of  a  national  chain  but  the  women  wanted  to  start  their 
own  store.  That  business  is  now  doing  quite  well.  Several  factors 
went  into  the  decision  to  grant  these  women  the  loan.  They  had 
been  in  business  for  a  number  of  years  and,  as  a  result,  knew  what 
they  were  doing.  Most  of  all,  they  provided  us  with  a  cost  break- 
down— IVa  pages,  single-spaced,  that  included  $3.95  for  a  dustpan 
and  $14.95  for  a  push  broom.  That  kind  of  commitment  showed  en- 
ergy, thoroughness  and  thoughtfulness — pure  character. 
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In  a  small  rural  town  north  of  Bangor  we  financed  a  local  mother 
of  two  to  acquire  a  day  care  center.  She'd  worked  at  the  center  but 
then  the  current  owners  had  lost  interest  in  the  business.  The  de- 
termining factor  in  granting  the  loan  was  the  woman's  knowledge 
of  that  line  of  business.  Most  of  all,  however,  we  believed  in  her 
and  knew  instinctively  that  it  was  the  right  thing  to  do  for  her,  the 
children  and  the  bank. 

In  another  rural  Maine  town  a  small  company  made  wooden 
toys.  A  craftsman  working  for  the  company  came  to  us  wanting  to 
buy  the  company.  The  craftsman  had  no  prior  business  experience 
but  we  made  him  a  modest  loan,  which  included  an  operating  line 
of  credit.  Since  he  bought  the  company  his  business  has  boomed  to 
the  point  that  the  new  owner  has  been  featured  on  television  and 
in  several  magazines. 

We  made  the  loan  to  him  because  he  had  the  fundamental  skills 
needed.  He  understood  the  problems  of  the  business  and  how  to 
solve  them. 

What  can  Congress  do?  A  strong  savings  institution  industry  op- 
erating under  a  rational  and  supportive  legal  and  regulatory  re- 
gime is  critical  to  providing  continued  support  for  community  small 
business  needs.  ACB  believes  that  Congress  can  and  should  act  on 
several  fronts  to  promote  a  more  favorable  competitive  environ- 
ment for  depository  institutions  to  serve  the  small  business  com- 
munity. The  following  are  ACB's  nine  priorities  for  Congressional 
action. 

First,  I  want  to  mention  briefly  an  issue  that  will  profoundly  af- 
fect the  ability  of  many  savings  institutions  to  continue  to  serve  the 
small  business  community.  It  is  unfortunate  that  Congress  did  not 
include  in  the  1996  omnibus  appropriations  package  language  to 
solve  the  huge  disparity  in  the  deposit  premiums  paid  by  Bank  In- 
surance Fund  members  and  those  paid  by  Savings  Association  In- 
surance Fund  members.  This  is  a  problem  that  needs  to  be  fixed 
at  the  earliest  possible  date. 

From  my  standpoint  as  a  BIF-insured  bank,  I  think  the  GAO, 
CBO,  FDIC,  Treasury,  OTS,  Federal  Reserve  and  others  did  an  ex- 
cellent job  in  focussing  attention  on  the  BIF/SAIF  disparity  and  the 
dangers  that  it  presents  to  the  financial  system.  The  public  does 
not  differentiate  between  the  two  insurance  funds  administered  by 
the  FDIC,  and  neither  should  the  policymakers. 

Second,  Congress  should  reduce  the  regulatory  burden  on  deposi- 
tory institutions,  consistent  with  safety  and  soundness.  ACB 
strongly  supports  the  Leach-Bereuter  bill  in  the  House  and  the 
Shelby-Mack  bill  in  the  Senate.  Both  bills  are  designed  to  remove 
unnecessary  red  tape  and  duplicative  paperwork  that  in  recent 
years  have  been  strangling  lenders. 

Third,  one  means  of  expanding  lending  opportunities  for  small 
business  would  be  to  relax  the  commercial  lending  limit  for  Federal 
Savings  Associations.  Under  current  law,  Federal  Savings  Associa- 
tions may  not  invest  more  than  10  percent  of  their  assets  in  com- 
mercial loans.  ACB  strongly  supports  the  provision  in  the  Senate 
regulatory  burden  relief  bill,  S.  650,  that  would  increase  the  10 
percent  cap  on  assets  invested  in  commercial  loans  to  20  percent, 
provided  that  the  excess  10  percent  be  invested  in  small  business 
loans. 
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Fourth,  Congress  must  act  to  restore  the  intent  of  the  Superfund 
law  and  the  SoHd  Waste  Disposal  Act  by  clarifying  that  lenders, 
trustees,  fiduciaries.  Government  Agencies  and  others  who  make 
secured  loans  or  act  as  fiduciaries  are  not  liable.  Clarification  of 
the  Superfund  exemption  for  secured  parties  will  enhance  the  flow 
of  credit  and  reduce  the  cost  of  credit  to  small  businesses  and  as- 
sist them  in  undertaking  private  clean-ups  of  hazardous  waste 
problems. 

Fifth,  the  scope  and  frequency  of  both  safety  and  soundness  and 
compliance  examination  can  impose  excessive  direct  and  indirect 
costs  on  institutions.  Banks  need  a  pattern  of  consistent  examiner 
standards  if  banks  are  to  maximize  their  ability  to  make  available 
loans  to  small  businesses. 

Sixth,  by  Federal  statute,  businesses  may  not  earn  interest  on 
demand  accounts.  This  unnecessarily  restricts  the  ability  of  busi- 
nesses, both  small  and  large,  to  manage  their  monies  to  their  best 
advantage  and  prevent  depository  institutions  from  providing  the 
most  efficient  and  profitable  cash  management  services  to  their 
business  clients.  Permitting  the  payment  of  interest  on  business 
demand  accounts  would  provide  small  businesses  with  a  needed 
tool  to  assist  them  in  one  of  the  most  fundamental  of  their  con- 
cerns— management  of  their  cash  flows. 

Seventh,  loEin  to  value.  Loan  to  value  limits  are  lending  stand- 
ards for  all  insured  depository  institutions.  The  specific  LTV  limits 
are  restrictive,  however,  for  small  businesses  and  startup  busi- 
nesses. We  suggest  that  the  Federal  banking  regulators  consider, 
in  their  efforts  to  reduce  the  regulatory  burden,  allowing  well  cap- 
italized or  otherwise  well  performing  institutions,  when  lending  to 
small  businesses,  to  use  greater  flexibility  in  judging  the  credit- 
worthiness of  a  borrower,  market  conditions,  and  other  credit  qual- 
ity factors. 

Eighth,  most  small  business  owners  could  use  expertise  on  their 
boards  of  directors  or  advisory  groups  to  enhance  oversight  and  cor- 
porate decisionmaking.  Directors  liability  insurance  is  costly  and 
may  be  out  of  reach  to  many  small  businesses.  Were  it  not  for  the 
fear  of  personal  liability  in  this  litigious  environment  we're  in, 
more  people  would  be  willing  to  take  an  active  role  in  the  small 
business  community. 

Ninth  and  finally,  as  a  society,  we  generally  do  a  poor  job  of  edu- 
cating our  next  generation  of  small  business  owners  as  to  the  re- 
quired skill  sets  they  will  need  to  succeed  in  business.  Universities 
and  colleges  are  striving  to  address  the  short-falls  in  this  area  but 
much  more  needs  to  be  done.  While  it  is  important  that  our  current 
gn*aduates  understand  how  to  take  a  company  public  in  the  various 
capital  markets,  more  time  is  needed  in  the  basics  of  small  busi- 
ness, such  as  meeting  a  payroll  and  dealing  with  vendors. 

In  conclusion.  Chair  Meyers  and  members  of  the  Committee,  ev- 
eryone wants  to  spur  small  business  lending.  ABC  members  want 
to  be  in  the  business  of  devoting  their  full  energies  to  investing  in 
their  communities  and  lending  to  small  businesses,  not  to  be  in  pa- 
perwork purgatory. 

America's  Community  Bankers  stand  ready  to  assist  in  any  way 
possible  to  address  these  issues.  I  would  be  happy  to  answer  any 
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questions  you  may  have.  On  behalf  of  the  small  businesses  of 
Maine,  thank  you  very  much. 

[Mr.  Dowe's  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  Thank  you  very  much,  Mr.  Dowe. 

We  appreciate  the  testimony  from  all  of  you  and  at  this  point  I'm 
going  to  yield  to  Mr.  Manzullo.  I'll  go  last  in  questioning  and  Mr. 
Manzullo  will  take  my  place. 

Mr.  Manzullo.  Thank  you.  Madam  Chair,  I  have  one  question 
to  ask  but  with  the  permission  of  the  chair  I'd  like  to  ask  this  ques- 
tion and  then  jdeld  the  balance  of  my  time  to  Ms.  Kelly.  Would  that 
be  all  right? 

Chair  Meyers.  Yes. 

Mr.  Manzullo,  We  both  have  to  leave. 

Chair  Meyers.  That's  fine. 

Mr.  Manzullo.  Here's  my  question  and  then,  Ms.  Kelly,  I'll  give 
the  microphone  to  you. 

We  had  a  hearing  on  February  28  before  this  panel  and  there's 
a  couple  of  things  I'd  like  to  bring  up.  Number  one,  NFIB  does  a 
great  job,  I've  belonged  to  it  for  years.  But  it  only  polls  people  who 
own  existing  businesses.  They  do  not  poll  people  who  wanted  to  go 
into  business,  never  got  the  capital,  and  therefore  could  not  partici- 
pate in  the  survey. 

So  I  think  we  have  to  take  a  look  at  that  when  talking  about  sur- 
veys of  capital.  The  capital  needs  for  NFIB  members  are  probably 
based  more  upon  expansion  requirements  and  operating  expenses, 
as  opposed  to  initial  startup  capital. 

Murray  Gerber  from  Prototype  and  Plastic  Mold  Company  rep- 
resenting the  National  Association  of  Manufacturers,  testified  on 
February  28,  and  he  said,  "My  conversations  with  small  businesses 
throughout  the  State  lead  me  to  several  conclusions,  that  there  is 
a  lack  of  capital."  He  went  to  say  that,  'Taank  staffs  no  longer  have 
the  ability  or  the  need  to  make  smart  business  lending  decisions. 
Despite  the  fact  that  banks  widely  advertise  that  they  have  money 
to  lend  to  small  businesses,  the  standards  are  so  strict  and  the 
amount  so  low  that  even  those  who  qualify  cannot  borrow  as  much 
as  they  want  or  need.  Banks  now  require  collateral  twice  the  size 
of  the  loan  or  demand  three  sources  of  cash  to  pay  off  the  loan. 
Start-ups  have  virtually  nowhere  in  the  banking  system  to  go." 

I'd  like  you  to  comment  on  that.  Then  I'll  yield  the  balance  of  my 
time  to  Ms.  Kelly.  Maybe  you  have  a  quick  question  and  they  can 
answer  my  question  and  yours  at  the  same  time. 

Ms.  Kelly.  Our  questions  are  really  very  co-related  in  that  we 
are  both  concerned  that  beginning  industries — those  are  the  things 
that  generate  the  economy  of  the  Nation — have  access  to  some  kind 
of  loans.  I  did  not  hear  in  what  you  were  talking  about  this  morn- 
ing clearly  the  sound  of  anybody  stepping  up  to  the  plate  to  try  to 
put  in  place  something  that  is  available  for  beginning  industries, 
a  few  people,  one  or  two  people,  starting. 

I  know  that  this  is  putting  you  at — these  are  the  high-risk  loans. 
But  I  also  think  that  there's  a  couple  of  things  here  that  were 
brought  up  by  Mr.  Suellentrop  and  Mr.  Dowe.  The  use  of  the  Fed- 
eral Home  Loan  Bank,  do  you  see  that  as  a  possibility  in  this  kind 
of  a  context?  Also,  do  you  see  that  as  a  possibility  for  a  regional 
approach,  because  there  are  very  big  regional  differences  in  the 
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way  the  banks  are  loaning  and  using  funds  to  capitalize  small  busi- 
nesses. Thank  you. 

Chair  Meyers.  Who  would  you  like  to  comment  on  this? 

Mr.  Manzullo.  Whoever  wants  to  answer  because  this  person 
from  the  National  Association  of  Manufacturers  is  saying  that 
there's  not  a  readily  available  pool  of  capital. 

Chair  Meyers.  Does  anybody  want  to  start  out?  Ms.  Glassman? 

Ms.  Glassman.  I'd  be  happy  to.  My  general  reaction  to  that  is 
it's  true  new  businesses  need  capital  but  it's  not  bank  lending;  they 
need  equity  capital,  which  typically  comes  through  the  venture  cap- 
ital arena.  Banks  essentially  can't  offer  that;  they're  restricted.  So 
it's  very  difficult  for  a  bank  to  meet  that  need. 

One  of  the  other  issues  you  brought  up  was  the  collateral  and 
that  banks  are  requiring  collateral  twice  as  much  as  the  loan.  One 
thing  that's  important  to  point  out  is  what  happens  when  the  bank 
actually  has  to  go  to  that  collateral?  The  business  owner  looks  at 
the  collateral  on  an  on-going  business  basis,  so  they  look  at  it  as 
its  current  value.  But  the  bank  has  to  look  at  it  on  a  failed  busi- 
ness basis  because  that's  the  only  time  they're  going  to  get  it.  Then 
it's  on  a  fire  sale  basis.  So  the  values  are  different  from  the  dif- 
ferent perspectives. 

Ms.  Kelly.  The  Federal  Home  Loan  Bank — I  also  sit  on  the 
Banking  Committee — the  Federal  Home  Loan  Bank  bill  that  Mr. 
Dowe  referred  to  would  allow  the  banks  to  use  an  equity,  a  small 
business  equity  interest  in  being  able  to  secure  the  loans,  and  I 
think  that  is  something  that  I'd  really  be  interested  in  your  com- 
ment. 

Mr.  Dowe.  Would  you  like  me  to  comment  on  that?  I  guess  I 
would  preface  it  by  saying  that  we're  really  looking,  I  think  all  of 
us  who  sit  here  representing  banks,  for  ways  to  make  loans.  That's 
our  primary  source  of  revenue. 

If  the  Federal  Home  Loan  Bank  can  provide  us  with  opportuni- 
ties to  safety  make  loans  to 

Chair  Meyers.  Could  you  get  a  little  closer  to  your  microphone? 
We  can  hear  you  fine  up  here  but  sometimes  it's  hard  in  the  back 
of  the  room. 

Mr.  Dowe.  Yes.  We're  looking  for  ways  to  make  loans  to  existing 
small  businesses  and  startup  small  businesses.  It  is  more  difficult; 
it's  a  more  challenging  activity  to  try  to  find  a  way  to  finance  a 
startup  business.  If  the  Federal  Home  Loan  Bank  can  provide  us 
with  some  comfort  in  terms  of  helping  us  secure  an  equity  position 
in  the  small  business,  we  are  very  much  in  favor  of  that  oppor- 
tunity. 

In  addition,  in  the  State  of  Maine,  we  have  an  agency  called  the 
Finance  Authority  of  Maine,  and  they  have  recently — the  legisla- 
ture has  recently,  I  believe,  approved  a  venture  capital  piece  for 
them,  as  well.  So  we  expect  that  in  Maine  there  will  be  startup 
capital  available  through  FAME  for  startup  and  growing  busi- 
nesses. 

Chair  Meyers.  Would  anyone  else  like  to  comment? 

[No  response.] 

Chair  Meyers.  Thank  you  very  much. 

Mr.  LaFalce. 
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Mr.  LaFalce.  a  good  many  members  of  the  Small  Business  Com- 
mittee also  wear  another  hat,  as  members  of  the  Banking  Commit- 
tee— myself,  Mr.  Jackson,  Mr.  Bentsen,  Mrs.  Meyers,  et  cetera,  a 
great  many  more.  So  this  is  an  area  that  we  are  interested  in  inti- 
mately and  somewhat  conversant  about,  too. 

I  will  not  get  into  the  BIF/SAIF  bill,  although  it  is  imperative 
that  we  pass  that  and  the  commercial  banking  community  might 
as  well  come  on  board.  It's  going  to  happen.  We've  made  concession 
after  concession.  Let's  stop  the  fight,  especially  if  you're  from 
Texas.  We're  going  to  have  to  deal  with  the  Superfund  legislation, 
et  cetera,  et  cetera. 

But  right  now,  let's  just  focus  in  on  the  one  issue,  and  that's  the 
issue  of  bank  lending  to  small  businesses.  I'm  not  too  concerned 
now  about  doing  what  you  can't  do  by  law  and  whether  that  should 
be  changed.  I'm  worried  about  the  trends  that  are  taking  place  be- 
cause of  existing  law  and  perhaps  other  factors. 

Let's  discuss  this  economist  report  from  the  Federal  Reserve,  of 
Berger,  who  estimates  that  commercial  bank  lending  to  small  busi- 
ness, at  least  in  terms  of  loans  of  less  than  $100,000,  declined  by 
34  percent  between  1989  and  1994  as  a  result  of  banking  consolida- 
tion. His  study  predicts  a  32  percent  decline  in  small  business  lend- 
ing over  the  next  5  years  as  the  number  of  independent  local  banks 
continues  to  decline. 

Now,  as  one  of  the  if  not  the  strongest  proponent  of  repeal  of 
McFadden-Douglas,  I'm  especially  concerned  at  this  data.  Is  the 
data  incomplete?  What  interpretation  should  we  draw  from  this 
data  and  other  data  for  above  $100,000,  et  cetera?  Who  wants  to — 
this,  to  me,  is  what  the  hearing  should  be  about.  Dr.  Yellen. 

Dr.  Yellen.  It's  our  study.  I  d  be  happy  to  take  it  on. 

Mr.  LaFalce.  Did  we  meet  in  1983  when  I  came  out  to  Brie? 
You're  from  Brie,  aren't  you? 

Dr.  Yellen.  I  have  participated  in  some  events  organized  by 
Brie,  yes. 

Mr.  LaFalce.  I  came  out  to  Brie  in  1983  and  I  asked  Laura 
D'Andrea  Tyson  to  put  together  a  hearing  at  that  time,  when  I  first 
met  her,  and  I  know  that  vou  had  an  association  with  Laura,  which 
perhaps  had  some  role  in  oringing  you  to  the  Fed. 

Dr.  Yellen.  Perhaps  a  very  modest  role. 

Let  me  try,  if  I  might,  to  place  the  Berger  study  in  some  perspec- 
tive. As  you  mentioned,  the  Berger,  et.  al.  study  does  two  things. 
It  tries  to  make  a  g^ess  as  to  whether  there  was  decline  since  1989 
in  lending  to  small  businesses  as  a  result  of  bank  consolidation. 
The. second  thing  it  tries  to  do  is  to  take  a  look  forward  and  to 
make  some  projections  about  what  consolidation 

Mr.  LaFalce.  You're  confusing  me  now  a  bit  because  you  used 
the  word  guess.  What  are  we  guessing  about?  The  decline,  or 
guessing  about  the  causal  connection  between  consolidation  and 
the  decline?  Or  are  we  guessing  about  both? 

Dr.  Yellen.  Well,  we're  guessing  about  both  things.  The  empiri- 
cal estimates  that  were  in  the  Berger  study  that  showed  there  had 
been  a  roughly  35  percent  decline  in  lending  to  small  businesses 
were  estimates.  They  were  not  hard  and  fast  facts.  In  fact,  we  do 
not  have  data  on  small  business  loans  prior  to  1993. 
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So  although  the  study  was  veiy  carefully  done,  it  was  an  attempt 
to  guess  at  what  had  happened  to  small  business  lending,  using 
data  from  another  Federal  Reserve  survey  on  the  terms  of  business 
lending. 

The  implications  of  the  second  study 

Mr.  LaFalce.  Because  of  this  woefully  inadequate  data  we  had 
put  legislation  in  to  get  better  data. 

Dr.  Yellen.  We  do  have  data  from  1993  on  because  of  the  new 
requirements  to  collect  that  data  in  the  Call  Reports,  but  we  don't 
have  data  going  back  to  1989.  Therefore,  a  rather  sophisticated 
technique  was  used  to  try  to  look  at  what  had  happened  from  1989 
through  1994. 

So  it  is  a  guess  that  lending  to  small  businesses  declined  that 
much  over  that  period,  and  you  should  recognize  that  a  lot  of  as- 
sumptions went  into  that  analysis. 

I  think  it's  important  to  realize  that  in  1994  and  1995  when  we 
do  have  good  data,  there  has  been  a  very  substantial  pick-up  in 
lending  to  small  businesses. 

Mr.  LaFalce.  Should  we  be  that  concerned,  then,  because  not 
only  are  we  engaged  in  sophisticated  guessing  with  the  hindsight, 
but  we're  also  picking  a  period  of  time  that  corresponds  to  the 
worst  time  of  the  credit  crunch. 

Dr.  Yellen.  That's  exactly  right,  too. 

Mr.  LaFalce.  The  passage  of  FIRREA  and  the  most  stringent 
regulatory  oversight  we  ever  had  from  the  regulators,  which  dis- 
couraged lending. 

Dr.  Yellen.  Yes.  I  would  agree  with  you.  Even  if  we  had  firm 
data  that  said  that  lending  had  decreased  over  the  period  that  was 
studied,  it  is  a  further  leap  to  attribute  that  to  bank  consolidation 
for  exactly  the  reasons  that  you've  given.  A  number  of  things  were 
happening  during  that  period — we  had  a  recession,  difficult  condi- 
tions in  the  banking  industry,  and  so  forth. 

So  as  I  tried  to  point  out  in  the  testimony,  for  the  last  2  years, 
where  we  do  have  firm  data,  we've  seen  a  considerable  increase  in 
small  business  lending.  As  we  look  at  reports  from  small  busi- 
nesses themselves  on  the  availability  of  loans  at  this  point 

Mr.  LaFalce.  Dr.  Yellen,  let's  get  off  the  Berger  study.  Let's  go 
to  the  Kansas  City  Federal  Reserve  Bank  study  of  1995. 

Dr.  Yellen.  All  right. 

Mr.  LaFalce.  That  banks  owned  by  out-of-State  holding  compa- 
nies had  a  significantly  lower  ratio  of  small  commercial  loans  to  de- 
f>osits  than  comparable  independent  banks,  a  4.5  percent  ratio  of 
oans  to  deposits  at  banks  with  a  high  degree  of  branch  banking 
versus  a  6.3  percent  ratio  for  independent  banks.  The  study  also 
found  that  branch  banks  had  far  less  flexibility  in  making  smaller 
loans. 

Any  comments  on  that  study? 

Dr.  Yellen.  Well,  it's  one  study  of  many,  and  maybe  I  can  men- 
tion a  few  other  studies,  many  of  which  have  been  done  in  the  Fed- 
eral Reserve  System.  All  that  the  Kansas  City  study  does  is  sug- 
gest that  larger  banks  tend  to  allocate  a  smaller  fraction  of  their 
assets  to  small  business  lending. 

If  one  wants  to  use  that  observation  to  make  predictions  about 
what  the  trend  will  be  in  small  business  lending  that  comes  with 
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consolidation,  that  is  a  great  leap.  There's  nothing  that  follows 
automatically  from  that  observation. 

What  Berger  did,  just  to  go  back  to  Berger,  was  to  use  essentially 
the  same  observation,  that  large  banks  have  a  smaller  fraction  of 
their  lending  to  small  businesses,  and  he  went  on  and  mechanically 
assumed  that  those  fractions  of  lending  to  small  businesses  would 
stay  constant  as  consolidation  took  place,  and  with  these  absolutely 
fixed  allocation  shares  in  different  kinds  of  lending,  went  forward 
and  projected  a  decline  in  lending  to  small  businesses. 

But  I  think  you  have  to  ask  yourself  whether  or  not  it  is  a  rea- 
sonable assumption  to  look  very  far  into  the  future  and  to  assume 
that  these  shares  would  remain  constant.  I  think  it's  not  a  reason- 
able assumption.  I  think  that  banks  respond  to  even  small  changes 
in  profit  incentives.  There's  no  reason  at  all  why  these  shares  need 
to  remain  constant  or  would  likely  remain  constant  if  there  were 
even  small  movements  in  rate  differentials.  So  I  think  that's  a  leap 
that's  not  fair  to  make  in  looking  that  far  forward. 

I  think  that  type  of  projection  also  ignores  the  kinds  of  new  tech- 
nologies that  are  being  developed,  like  credit  scoring  and 
securitization,  that  are  bringing  large  banks  more  and  more  into 
the  arena  of  small  business  lending,  and  we've  seen  simply  anec- 
dotal information  that  large  banks  do  have  interest  in  this  lending. 

When  large  banks  acquire  smaller  banks  that  are  active  lenders 
to  small  businesses  is  it  really  reasonable  to  assume  that  if  these 
are  profitable  lending  opportunities,  that  the  bank  will  simply  get 
out  of  it?  I  would  argue  that  it's  not  and  that  this  may,  in  fact,  be 
one  motive  for  larger  banks  to  acquire  smaller  banks  to  establish 
a  more  active  presence  in  communities  so  that  they  can  do  small 
business  lending. 

I  think  the  other  thing  I'd  want  to  point  out  to  you  is  that  in  ad- 
dition to  the  Berger  study  and  the  Kansas  City  Fed  study  that  you 
mentioned,  there  s  other  work  also  going  on  in  the  Federal  Reserve 
that  suggests  this  is  a  more  complex  issue  that  needs  further 
study. 

The  New  York  Federal  Reserve  Bank  also  published  a  study  re- 
cently in  which  they  compared  the  behavior  of  small  business  lend- 
ing at  banks  that  were  involved  in  mergers  in  the  1993-1994  pe- 
riod with  the  small  business  lending  of  banks  that  were  not  in- 
volved in  mergers.  Their  study  showed  that  merged  banks  in- 
creased their  small  business  loans  as  much  or  more  than  banks 
that  were  not  merged. 

Another  thing  I  would  point  out  also  is  that  we've  observed  in 
very  preliminary  work  that  we're  doing  at  the  Board  that  many 
mergers  take  place  not  just  between  very  large  banks  and  small 
banks,  but  small  banks  with  one  another  or  small  banks  with  mid- 
sized banks. 

Mr.  LaFalce.  Dr.  Yellen,  I  wonder  if  you  could  do  me  a  favor, 
if  you  could  present  a  written  statement  or  summary  of  the  various 
studies  made  within  the  Federal  Reserve  system  impacting  on  this 
issue  and  give  it  to  me.  I  would  love  to  be  able  to  give  it  to  all  the 
members  of  the  Committee,  too,  who  are  desirous  of  having  it. 

Chair  Meyers.  I  think  we  would  be  interested  in  that. 

Dr.  Yellen.  I  would  be  happy  to  do  it.  I'd  just  leave  you  with 
the  thought  this  is  a  complex  issue  that  we  continue  to  study. 
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Mr.  LaFalce.  So  perhaps  you  could  present  some  analysis  associ- 
ated with  it.  Thank  you. 

Thank  you,  Madam  Chair. 

Chair  Meyers.  Mr.  Suellentrop,  would  you  like  to  comment? 

Mr.  Suellentrop.  Sure,  thank  you. 

First  of  all,  I  think  it's  important  to  point  out  in  the  discussion 
that  you're  right;  you're  talking  about  a  time  in  '89  to  '95  when 
there  was  a  substantially  different  economy  in  terms  of  the  busi- 
ness climate,  but  also  there  were  4,000  banks  that  were  lost  in  the 
consolidations  during  that  time. 

Also,  I  think  we  need  to  define  what  is  a  small  business  loan  be- 
cause what's  small  business  to  me  may  not  be  small  business  to 
some  of  the  larger  banks.  Our  small  business  loans  can  be  $10,000 
but  to  some  thev  may  be  $100,000  or  $200,000  or  $1  million  and 
above.  So  I  think  it's  important  to  define  what  type  of  loans  we're 
talking  about. 

Certainly  the  consolidation  has  had  an  impact.  We  oftentimes  get 
requests  from  small  business  customers,  new  and  existing  cus- 
tomers, for  help  because  lending  limits  at  larger  institutions  simply 
do  not  allow  for  their  size  of  loan.  So  oftentimes  we're  looking  at 
loans  of  less  than  $100,000  because  they're  not  available  from  the 
larger  finar  "ial  institutions. 

So  I  think  it's  important  to  make  sure  in  our  discussion  that 
we're  talking  about  the  size  of  the  loan,  and  not  just  a  small  busi- 
ness loan  when  we're  talking  about  declines  in  numbers  and  dol- 
lars. 

Chair  Meyers.  Ms.  Maltby,  do  you  want  to  respond,  to  Mr.  La- 
Falce's  question? 

Ms.  Maltby.  Yes,  just  briefly.  Thank  you.  Madam  Chair. 

As  a  $66  billion  organization,  our  average  small  business  loan  is 
$37,000.  We  make  over  30,000  small  business  loans  a  year.  We 
think  that  the  consolidation 

Chair  MEYERS.  Your  average  size  is  $37,000? 

Ms.  Maltby.  Yes,  $37,000  within  our  small  business  program, 
which  is  to  companies  typically  with  sales  of  $3  million  and  under, 
so  very  community-based  businessies. 

Through  over  100  mergers 

Mr.  LaFalce.  Does  that  include  or  exclude  credit  cards  used  by 
businesses? 

Ms.  Maltby.  That  excludes  them.  We're  also 

Mr.  LaFalce.  Are  you  sure  about  that? 

Ms.  Maltby.  Yes.  We're  also  a  very  active  small  business  credit 
card  bank,  as  well,  for  businesses. 

Through  over  100  mergers  of  small  banks,  I  think  one  of  the 
comments  that  we  hear  from  the  bank  owners  as  we  bring  them 
into  the  KeyCorp  family  is  that  they're  able  to  actually  serve  their 
small  business  customers  better  because  they  can  continue  to  have 
the  community  relationships  that  they've  had  when  they  were  inde- 
pendent banks  but  now  they're  able  to  offer  small  businesses  prod- 
ucts and  services  that  before  the  merger,  they  were  not  able  to 
offer — sweep  accounts  that  were  in  the  past  only  available  to  For- 
tune 500  companies. 

Credit  scoring  allows  us  to  be  much  more  competitive  with  pric- 
ing in  offering  credit  opportunities  to  small  businesses.  Our  advi- 
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sory  boards  and  councils  continually  tell  us  that  technology  is  driv- 
ing their  business  and  for  us  to  be  able  to  make  banking  easier 
through  electronic  and  PC  banking  is  important  to  community 
businesses. 

So  I  think  it's  important  to  recognize  that  as  long  as  a  bank  con- 
tinues to  focus  on  the  small  business  business,  community-based 
businesses,  and  not  lose  sight  of  their  attachment  to  the  commu- 
nity, as  KeyBank  hasn't,  you  can  take  the  muscle  of  a  large  cor- 
E oration,  with  technology,  and  use  it  for  the  benefit  of  very  small 
usinesses  in  America. 

Chair  Meyers.  Ms.  Glassman? 

Ms.  Glassman.  I'd  iust  like  to  add  to  what  Sandy  has  said.  In 
our  practice  we  consult  to  financial  institutions  all  over  the  coun- 
try, mainly  large  ones,  and  we  have  seen  the  same  kind  of  phe- 
nomenon in  a  lot  of  the  large  retail  banks.  They  really  are  pushing 
to  lend  to  small  business.  That's  what  they  want  to  do.  They're  put- 
ting in  the  same  types  of  programs,  if  they  haven't  already,  that 
Sandy  described. 

So  going  forward,  I  think  the  assumption  that  the  ratio  will  stay 
the  way  it  was  5  years  ago  is  just  wrong. 

Chair  Meyers.  Thank  you  all  very  much,  I  think  I  will  take  my 
turn  now. 

I'd  like  to  ask  a  question  of  Mr.  Suellentrop  and  then  anybody 
else  who  wishes  to  comment  certainly  can.  How  has  the  rise  of 
nonbank  lenders  affected  small  banks'  ability  to  lend  to  small  busi- 
ness? In  other  words,  have  nonbank  lenders  taken  a  significant 
percentage  of  banks'  market  share  for  small  business  loans? 

Mr.  Suellentrop.  They  certainly,  Madam  Chair,  have  had  an 
impact.  In  our  area,  in  particular  the  Wichita,  Kansas  area,  prob- 
ably not  maybe  as  demonstrated  as  some  other  areas  of  the  coun- 
try. It's  a  very  competitive  arena  for  financial  institutions  in  the 
Wichita  area  and  Kansas,  with  the  banks,  savings  and  loans,  credit 
unions  all  striving  to  get  their  share  of  the  market. 

We  do  have  a  few  of  the  nonbanking  enterprises  that  are  doing 
business  there  but  in  general,  they're  not  a  large  part  of  the  overall 
availability  of  credit.  But  they  are,  I  think,  a  Rowing  segment  of 
the  economy  and  a  growing  segment  that  we  will  continue  to  have 
to  compete  with  as  they  expand  their  influence  over  the  area  that 
we  serve. 

Chair  MEYERS.  Thank  you  very  much. 

Ms.  Glassman,  would  you  care  to  comment  on  that?  Has  the  rise 
of  nonbank  lenders  affected  small  banks'  ability  to  lend  to  small 
business? 

Ms.  Glassman.  There  has  been  some  increasing  competition. 
Clearly,  as  I  mentioned.  The  Money  Store  has  been  very  active  on 
the  SBA  side.  Merrill  Lynch  has  a  very  big  push  in  small  business 
lending.  Because  of  the  nature  of  their  relationship  with  the  small 
businesses  to  start  with,  they  tend  to  focus  on  the  better  credit 
qualified  small  businesses,  the  ones  with  whom  they  have  an  asset 
management  relationship  or  cash  management  relationship. 

On  the  other  hand,  there  are  a  lot  of  small  finance  companies 
that  provide  funding  to  small  businesses.  They  tend  to  focus  on  fac- 
toring, accounts  receivable  financing,  inventory  financing,  which 
are  riskier,  which  are  needed  more  by  the  high  growth  companies 


26 

and  tend  to  be  an  area  where  the  banks,  so  far,  have  been  less  ac- 
tive because  they're  very  costly  to  monitor  and  require  high  rates. 

But  the  environment  is  changing,  with  the  changing  technology 
making  it  easier  to  lend  to  the  smaller  companies  at  the  higher 
risk  levels.  There  is  more  interest  on  the  nonbank  part  and  we're 
certainly  seeing  entry  into  that  business.  The  Fed  study  did  show 
that  there  has  been  some  shift  toward  finance  companies,  although 
the  banks  are  still  the  most  important  lenders. 

Chair  Meyers.  Mr.  Dowe? 

Mr.  Dowe.  In  Maine  I  think  we  see  very  little  nonbank  lending 
to  small  business.  Our  biggest  competition  in  Bangor,  Maine  is 
KeyBank  and  I  should  say  to  Sandy  that  they  really  do  an  out- 
standing job  of  behaving  like  a  community  bank. 

I  think  most  of  the  people  who  we  deal  with  are  looking  for  more 
than  a  transaction.  They're  looking  for  a  relationship  with  their 
bank.  They're  looking  for  a  chance  to  have  a  deposit  account,  a 
cash  management  account,  an  employee  benefit  relationship,  to  get 
their  home  mortgage,  to  help  their  employees'  get  financing  for 
homes  and  cars  and  things. 

So  we  haven't  seen  the  nonbank  lenders  in  Maine  and  I  think  it's 
most  because  of  that  relationship  aspect  that  we  try  to  deliver  to 
our  customers  and  that  they  seem  to  appreciate. 

Chair  Meyers.  Thank  you. 

Our  next  questioner  will  be  Mr.  Luther. 

Mr.  Luther.  Madam  Chair,  I  have  no  questions. 

Chair  Meyers.  All  right.  Mr.  Jackson? 

Mr.  Jackson.  Let  me  begin  first  by  thanking  you,  Madam  Chair 
and  Mr.  LaFalce,  for  the  very  kind  introductory  remarks  welcoming 
me  to  the  Small  Business  Committee. 

I'd  like  to  begin  my  questions,  and  anyone  can  feel  free  to  re- 
spond to  this.  Small  business  is  really  the  lifeline  to  economic  activ- 
ity within  the  minority  communities  around  this  Nation  and  obvi- 
ously key  to  that  is  access  to  capital. 

I  want  to  share  a  little  experience  that  I  had  last  night  which 
I,  on  the  one  hand,  kind  of  regret  because  it  affected  my  ability  to 
get  sleep,  but  on  the  other  hand,  prepared  me  for  today's  hearing, 

I  left  my  office  last  night  at  about  11  p.m.,  having  determined 
that  I  had  served  my  country  enough  for  one  day,  and  decided  to 
go  home.  A  staff  member  who  happened  to  still  be  working  asked 
me  if  I  wanted  a  ride  and  I  said  no.  I've  come  to  regret  that  be- 
cause after  I  left  my  office  I  saw  my  staff  member  drive  by  on  their 
way  home  to  get  some  rest. 

I  waited  on  the  comer  between  the  Longworth  Building  and  the 
Cannon  Building  for  a  taxi,  at  which  time  two  taxis  passed  me  by. 
They  were  carrying  no  passengers  and  yet  their  lights  were  lit,  giv- 
ing me  the  indication  that  they  were  certainly  looking  for  business. 

I  then  assumed  because  I  was  wearing  a  dark  navy  coat  that 
maybe  they  just  didn't  see  me,  so  I'd  walk  over  to  the  Library  of 
Congress,  between  the  Library  of  Congress  and  the  Capitol,  on  that 
comer  where  it's  a  little  more  lit,  only  to  find  out  that  about  11 
taxis  ended  up  passing  me,  also,  seven  additional  taxis  that  unfor- 
tunately had  passengers.  So  17  taxis  passed  me  last  night  before 
one  gentleman  stopped  to  give  me  a  ride  home. 
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So  when  I  think  about  that  experience,  redlining  has  obviously 
been  a  factor  in  determining  that  certain  areas  are  credit  unworthy 
and  not  worthy.  There  are  areas  in  our  country  where  the  banks 
do  not  lend  money  and  quite  frankly,  where  banks  do  not  lend 
money  it's  called  a  slum  and  it's  called  a  ghetto. 

I  appreciated  Mr.  Dowe's  testimony  where  he  indicated  that  on 
four  different  occasions  their  bank  made  the  determination  to  lend 
money  to  various  individuals  who  were  entering  into  business.  I  am 
of  the  opinion,  however,  that  even  with  those  great  loans,  they 
were  highly  discretionary  on  behalf  of  members  of  your  bank  to 
make  those  loans,  based  on  clearly  many  of  the  determining  factors 
that  you  indicated  in  your  testimony. 

I'm  interested  in  knowing  what  creative  lending  programs  the 
banking  community  can  recommend  or  provide  for  minority-owned 
businesses,  both  male  and  female,  both  black  and  white,  but  in 
low-income  areas  where  the  lifeline  in  those  communities  are  small 
businesses.  They're  not  desirable  businesses  by  mainline  business 
in  our  Nation  but  there  are  people  in  these  areas  who  may  not 
have  the  kind  of  credit  history,  they  may  not  have  the  kind  of  on- 
going record  that  meet  many  of  our  procedures. 

I'm  just  very  concerned  that  many  of  our  banking  institutions  at 
11  p.m.,  because  of  some  of  their  criteria,  can  pass  by  worthy  peo- 
ple who  are  just  trying  to  get  home  and  get  some  rest. 

So  in  light  of  that,  I'd  welcome  a  response  from  anyone.  Madam 
Chair,  thank  you  for  the  time. 

Chair  Meyers.  Thank  you,  Mr.  Jackson. 

Would  anyone  like  to  respond  to  this  question  of  concern  about 
loans  to  minorities? 

Mr.  Hove.  We,  at  the  FDIC,  certainly  have  a  concern  with  lend- 
ing in  all  areas  of  the  community,  as  do  the  other  regulatory  agen- 
cies, and  I  can  speak  for  some  of  the  outreach  programs  that  we 
have  used  at  the  FDIC  in  trying  to  encourage  lenders  to  provide 
capital  for  minority  areas,  as  well  as  other  areas  in  the  commu- 
nities. 

We've  done  a  number  of  efforts  throughout  the  country.  We  have 
sponsored  expositions  for  small  business  or  opportunities  for  small 
business  to  understand  how  they  can  borrow.  We've^  also  worked 
with  lenders,  to  try  to  encourage  lending  to  their  entire  community. 
We've  worked  with  small  business  focus  groups  in  areas  such  as 
Boston,  the  Native  American  areas  in  the  Southwest,  in  South 
Carolina,  Dallas,  Milwaukee,  Maryland  and  other  areas  like  that 
in  an  attempt  to  both  give  the  knowledge  and  understanding  to  the 
borrowers  regarding  how  they  can  deal  with  a  lender,  and  also  with 
the  lenders,  with  the  banks, — encouraging  them  to  make  loans  in 
these  areas. 

I  think  that  all  the  agencies  have  tried  to  work  very  hard  in  the 
CRA  effort,  in  looking  at  the  performance  rather  than  the  docu- 
mentation in  CRA,  to  make  CRA  both  more  workable  from  the 
lender's  standpoint  and  more  friendly  from  the  borrower's  stand- 
point so  that  loans  can  be  made  available  in  the  areas  that  you're 
very  concerned  about. 

Mr.  Jackson.  Vice  Chairman,  I  appreciate  that.  I  have  no  doubt 
that  these  Federal  agencies  are  enforcing  the  law  in  their  attempts 
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to  provide  the  kind  of  capital  for  minority  businesses  and  busi- 
nesses in  these  low  income  areas  that  are  necessary. 

I'm  of  the  opinion,  however,  that  the  rubber  meets  the  road  right 
where  the  loan  officer  meets  the  minority  male  or  female  who  is 
applying  for  that  loan, 

Mr.  Dowe  talked  about  loan  officers  who  they  had  confidence  in, 
that  they  felt  comfortable  with  and  I  wanted  to  know  is  there — 
maybe  I  should  hear  from  some  of  the  small  bankers — what  is  it 
that  they  encourage  these  loan  officers  to  look  for,  particularly  as 
it  relates  to  the  changing  dynamics  in  these  inner  city  communities 
which,  quite  frankly,  don't  meet  most  of  our  criteria.  Thank  you, 
Mr.  Hove. 

Mr.  Dowe.  I'll  just  make  two  brief  comments,  Mr.  Jackson.  One 
is  that  Bangor  Savings  Bank  in  the  communities  that  we  serve 
have  the  highest  approval  rate  of  any  bank  in  that  particular  area, 
and  that's  on  the  mortgage  lending  side.  So  I  think  that's  sort  of 
a  fact  that  speaks  to  the  aggressive  nature  of  our  lending  in  our 
community. 

The  second  thing  is  that  I  think  it's  less^  in  my  opinion,  to  do 
with  laws  and  regulations  and  more  to  do  with  philosophy.  Philo- 
sophically in  our  institution  anybody  and  everybody  is  welcome  to 
come  in  and  apply  for  a  loan  and  get  the  same  kind  of  help.  That's 
our  approach.  We  want  to  welcome  any  customer  or  any  prospec- 
tive customer,  regardless  of  race  or  color,  and  try  to  do  what  we 
can  to  help  them  succeed  in  their  business  or  the  purchase  of  their 
home. 

Mr.  Jackson.  Let  me  say,  Mr.  Dowe,  and  I'll  yield  back  the  bal- 
ance of  my  time  to  the  Chair,  I  appreciate  the  philosophy  of  your 
lending  institution.  I  have  no  doubt  that  your  lending  institution 
is  probably  doing  the  right  thing. 

My  biggest  worry  is  that  in  many  areas,  to  leave  it  solely  to  phi- 
losophy creates  a  problem  in  many  urban  areas.  It  certainly  creates 
a  problem  in  many  areas  that  are  determined,  as  a  matter  of  phi- 
losophy, to  be  credit  unworthy. 

Let  me  yield  back  the  balance  of  my  time. 

Chair  Meyers.  Thank  you,  Mr.  Jackson. 

I  have  what  I  think  will  be  a  quick  question — maybe  not.  I'd  like 
to  direct  it  to  Mr.  Hove  and  then  we  will  go  to  Mr.  Bentsen  and 
then  to  Mr.  Chabot. 

I  would  like  you  to  comment  on  the  importance  of  the  FDIC  Call 
Report  data  that's  collected  every  June.  That  is  the  information 
that  has  been  used,  I  think,  in  all  of  these  studies  and  that  every- 
one has  been  referring  to  this  morning. 

Last  summer  there  was  some  controversy  in  the  Banking  Com- 
mittee regarding  the  data.  Some  Members  wanted  to  abolish  it.  I 
think  some  banking  people  wish  to  abolish  it  and  I  was,  of  course, 
appalled  and  wrote  a  letter  to  members  of  the  Banking  Committee 
that  said,  "Please  don't  abolish  this  because  we  need  to  have  this 
information  to  make  sure  that  loans  are  going  to  small  businesses." 
Mr.  Hove? 

Mr.  Hove.  I'd  be  glad  to  respond.  As  Governor  Yellen  mentioned, 
this  collection  of  data  was  begun  in  1993  and  each  June  after  that. 
That's  why  I  referred  to  the  data  and  the  comparisons  between 
June  1994  and  June  1995. 
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We  are  getting  data  now  on  the  Call  Reports.  The  concern,  of 
course,  is  any  regulatory  burden  and  any  reporting  adds  to  the  bur- 
den that  the  banks  throughout  the  country  have.  If  that  informa- 
tion is  duplicated  in  some  other  place  so  that  it  becomes  a  redun- 
dant report,  certainly  we  would  think  that  was  unnecessary  and 
I'm  sure  bankers  would  not  want  to  report  if  it's  redundant. 

There  is  some  indication  that  some  of  that  data  will  now  be  re- 
ported under  the  CRA  requirement.  If  that's  the  case,  some  of  it 
may  be  redundant;  some  may  not.  But  until  we  have  good  indica- 
tions that  it  would  be  reported  somewhere  other  than  tne  Call  Re- 
port data,  we  think  it's  important  to  be  reported  on  the  Call  Report 
data. 

If,  in  fact,  it  is  redundant  and  is  reported  someplace  else,  then 
it  doesn't  seem  to  make  sense  to  be  reported  in  two  different  places 
for  the  same  information. 

Chair  Meyers.  Well,  this  Committee  would  be  the  last  one  to 
want  to  have  any  more  regulatory  or  paperwork  burden  on  anyone. 
This  seems  to  be  a  brief  report  and  we  wanted  to  make  sure  that 
that  data  was  available  to  people  since  businesses  with  fewer  than 
20  employees  created  57  percent  of  the  new  jobs  last  year.  We 
think  it's  extremely  important  that  all  of  us  focus  on  the  impor- 
tance of  lending  to  this  group. 

Would  you  like  to  comment.  Dr.  Yellen? 

Dr.  Yellen.  I  would  agree  with  Vice  Chairman  Hove's  comments 
on  this.  I  think  we  regard  it  as  a  very  important  data  source  and 
have  tried  to  ensure  that  it  would  be  collected  in  a  way  that  would 
minimize  the  burden. 

Chair  Meyers.  Thank  you  very  much. 

Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you,  Madam  Chair. 

First  off,  I  just  want  to  clarify  something  that  my  colleague  and 
friend  Sue  Kelly  said  on  the  Banking  Committee  and  talking  about 
the  Federal  Home  Loan  Bank  bill  and  the  Enterprise  Resources 
Bank  Act,  I  think  is  what  we've  renamed  it.  Chairman  Baker's  bill. 
We  both  sit  on  that  Subcommittee. 

I  think  she  said  you  could  pledge  equity,  small  business  equity 
against  advance,  and  actually  its  small  business  debt,  and  of 
course  there's  a  big  difference  between  debt  and  equity. 

Now,  there  is  another  bill  that  we've  had  hearings  on  that  Mr. 
Baker  has  introduced  that's  an  equity  bill,  and  I  have  some  ques- 
tions on  that,  as  well. 

It  seems  to  me  that  there  are  four  things  in  lending.  I  just  had 
a  conference  last  week  with  women  business  owners  in  Houston 
and  we  went  through  and  wrote  out  a  list  at  Rice  University  on  the 
blackboard  of  different  problems,  not  just  related  to  capital  but  in 
capital,  as  well. 

Looking  at  that  and  thinking  about  what's  been  said  today,  we 
have  a  problem  of  loan  dispersion,  which  is  what  I  think  Mr.  Jack- 
son talks  about,  and  whether  you  have  redlining  or  whether  capital 
is  spread  properly,  a  process  in  regulation  that  a  lot  of  you  all  have 
talked  about,  both  on  the  lending  side  as  well  as  the  Government 
side.  Credit  quality,  which,  of  course,  is  something  we  always  have 
to  remember  and  sometimes  forget,  but  it's  certainly  something 
that  the  FDIC  thinks  about  quite  a  bit  and  the  Fed. 
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Then  equity,  that  Dr.  Glassman  brought  up,  which  is,  of  course, 
the  $60,000  answer,  I  think,  because  equity  is  the  toughest  issue. 
I  think  in  many  respects  we  confuse  the  need  for  capital  or  con- 
fuse— misinterpret  the  need  for  capital  to  mean  debt  versus  equity, 
and  equity  is  much  more  difficult  and  the  risks  are  far  greater. 

Let  me  ask  a  couple  of  questions,  if  I  might.  First  of  all,  I've  read 
earlier,  and  I've  not  followed  up  on  this,  that  loan  demand  under 
the  7(a)  program  is  down  or  was  down  for  the  first  quarter  of  the 
year.  I  don't  know  if  that's  correct.  It  was  something  I  read  in  the 
journal,  as  I  recall.  One  of  the  reasons  for  that  was  that  the  fees 
were  too  high. 

Now,  on  this  Committee  and  in  this  Congress  we  did  raise  fees 
to  try  and  make  the  program  self-sufficient,  which  I  support.  I 
think  it's  a  good  idea,  but  I  do  have  a  question  of  whether  or  not 
that  has  become  inefficient. 

Do  you  all  have  any  comment  on  that? 

Ms.  Maltby.  Mr.  Bentsen,  I  can  comment  from  our  perspective. 
Any  increase  in  fees  will  have  obviously — could  potentially  have  a 
negative  impact  on  small  businesses.  We  work  very  hard  with  en- 
trepreneurs to  give  them  the  access  to  capital  that  they  need  and 
I  think  we  look  at  the  total  pricing  as  it  relates  to  giving  credit  to 
that  entrepreneur  in  total. 

So  I  think  it  not  only  has  impacted  the  cost  to  the  small  business 
owner  but  the  cost  to  the  bank,  as  well,  if  we're  compromising  some 
of  our  fees  to  make  an  attractive  package  to  an  entrepreneur. 

But  at  the  same  time  I  would  say  that  when  you  look  at  the  need 
for  capital  and  understanding  the  SBA's  position  to  provide  more 
capital  to  the  market,  I  think  it  was  successful  in  doing  that  be- 
cause some  of  the  other  moves  that  the  SBA  is  doing  in  trying  to 
make  more  loans  to  smaller  businesses  are  really  in  support  of  the 
community  businesses  in  the  country. 

So  I  think  at  KeyBank  we've  seen  an  increase  in  lending  in  the 
SBA  program  and  it  still  supports  a  major  source  of  capital  for 
small  business. 

Mr.  Bentsen.  Presumably  the  fees  would  be — when  a  borrower 
goes  in  and  works  with  their  lender,  they're  going  to  look  at  the 
fees  and  determine — they  ask  for  the  7(a)  Program  versus  some 
conventional  lending  program.  Is  that  correct? 

Ms.  Maltby.  That's  correct. 

Mr.  Bentsen.  Instead  of  versus  no  lending  at  all. 

Ms.  Maltby.  Yes. 

Mr.  Bentsen.  Governor  Yellen  and  vice  chairman  Hove,  the  bill, 
I  don't  know  the  exact  title  but  Chairman  Richard  Baker's  bill 
which  would  allow  for  banks  with  assets  under  $500  million  to  use 
excess  capital  up  to,  I  think,  50  or  30  percent  of  their  excess  capital 
to  purchase  equity  in  small  businesses. 

I  don't  know  if  you're  familiar  with  that  legislation  or  not  but  if 
you  are,  your  colleague,  Susan  Phillips,  testified  on  it  the  other 
day.  I  know  the  Fed,  in  its  usual  manner,  has  not  taken  an  official 
position  on  this  because  the  official  position  of  the  Fed  is  not  to 
take  an  official  position. 

Could  you  comment  on  that  and  your  viewpoints  on  that? 

Mr.  Hove.  Certainly  I  will.  The  bill  is  a  very  interesting  bill  and 
a  very  constructive  bill  and  we  have,  in  fact,  responded  in  a  letter 
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to  Congressman  Baker.  It  has  some  good  potential.  There  are  some 
concerns,  of  course. 

When  you  talk  about  excess  capital,  certainly  there's  excess  cap- 
ital sometimes  in  very  good  times  but  as  economies  turn  around 
and  conditions  deteriorate,  excess  capital  can  be  a  difficult  thing  to 
assess.  It  can  present  some  liquidity  problems  for  the  institution  in 
the  event  that  the  investment  must  be  sold  at  a  time  that  might 
not  be  advantageous  for  the  institution  to  sell  the  investment  that 
they  have. 

But  basically  I  think  we  would  agree  that  it  has  some  potential, 
it  has  some  possibilities,  and  we've  indicated  a  willingness  to  work 
with  Congressman  Baker  to  try  to  work  through  some  of  the  issues 
that  we  have  concerns  about. 

Chair  Meyers.  Thank  you.  I'd  like  to  turn  to  Mr.  Chabot  for  a 
couple  of  quick  questions  before  we  have  to  go  vote  and  then  I 
would  ask  Mr.  Flake  and  Mr.  Meehan  if  they  would  like  to  submit 
questions  for  the  record  or  would  you  like  to  return  after  the  vote? 

Mr.  Flake.  Unanimous  consent  to  submit  questions  for  the 
record. 

Chair  Meyers.  Without  objection  so  ordered.  Very  good.  Thank 
you,  Mr.  Flake. 

Mr.  Meehan.  I'd  like  to  do  the  same,  too. 

Chair  Meyers.  All  right,  thank  you  very  much. 

Mr.  Chabot. 

Mr.  Chabot.  Thank  you.  Madam  Chair.  I'll  be  very  brief  because 
we  do  have  a  vote  here. 

Mrs.  Maltby,  I  notice  that  you're  from  my  State  so  I'll  direct  my 
brief  questions  here  to  you.  I'm  from  Cincinnati  as  opposed  to 
Cleveland,  your  area,  but  we're  all  from  Ohio. 

You  mentioned  a  couple  of  things  here,  and  I  will  take  the  time 
to  read  all  the  testimony  from  all  the  other  panelists,  as  well,  but 
a  couple  of  things  stood  out  when  I  was  reviewing  yours.  On  page 
9  you  had  mentioned  that  your  customers  oftentimes  do  complain 
about  too  much  regulation  and  too  much  paperwork  and  you  men- 
tioned one  survey  showed  that  76  percent  of  the  small  business 
decisionmakers  said  they  were  very  concerned  about  Government 
regulations,  that  nearly  a  third  of  their  time  was  spent  just  filling 
out  Grovernment  paperwork. 

You  mentioned  this  customer  who  said  that  he's  under  the  juris- 
diction of  11  different  agencies  and  he  says  that  when  he's  not  com- 
plying with  the  regulations  he  sells  irrigation  equipment  in  his 
spare  time.  Very  well  stated,  I  think. 

Briefly,  if  you  could,  what  are  a  couple  of  the  most  egregious  ei- 
ther agencies  or  forms  or  things  which  you  can  see  the  benefit  is 
probably  relatively  marginal  versus  the  amount  of  time  that's  spent 
on  doing  the  paperwork?  What  would  you  change  if  you  were  up 
here,  in  other  words? 

Ms.  Maltby.  First  thing  that  comes  to  mind,  and  we're  seeing 
improvements,  I  should  add  up  front,  but  the  first  thing  that  comes 
to  mind  is  a  customer  of  ours  that  owns  a  chemical  business  and 
she  needed  to  dispose  of  some  chemicals.  She  wanted  to  comply 
with  whatever  Government  regulation  related  to  her  chemical  busi- 
ness. 
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First,  just  to  identify  what  regulations  she  needed  to  comply  with 
was  very  difficult  and  she  wasn't  sure  where  to  turn  to.  So  I  forget 
which  Government  agency  she  actually  called  but  she  picked  up 
the  phone  and  started  making  phone  calls.  She  couldn't  find  any- 
body that  could  specifically  tell  her  what  to  do  with  it.  It  was  a  vial 
of  chemicals  and  how  to  dispose  of  that. 

After  literally  30  days  of  making  phone  calls,  she  didn't  know 
what  to  do.  She  said,  "What  do  I  do  with  the  chemicals?  Do  I  keep 
it  in  my  office?  Do  I  iust  throw  it  out?"  She  didn't  want  to  do  that. 
She  estimates  that  she  spent  over  $10,000  trjdng  to  figure  out  how 
to  dispose  of  a  vial  of  chemicals. 

I  think  the  concerns  that  entrepreneurs  have  are  they  want  to 
comply;  but  they  don't  know  how  to  find  information  on  how  to 
comply  with  Government  regulation  in  general.  I  think  they're  just 
looking  for  an  understanding  of  the  unique  situation  that  they're 
in  when  they  are  approached  by  a  Government  agency. 

We  had  an  accountant  that  was — one  of  his  employees  com- 
plained about  a  discrimination  suit  and  if  a  Government  agency 
shows  up  at  his  doorstep,  he  can't  do  what  KeyBank  does  and  go 
to  one  of  our  seven  floors  of  attorneys  to  let  them  figure  it  out.  He's 
got  to  stop  his  production  and  his  business  to  address  the  Grovern- 
ment  official  that  happens  to  want  an  explanation  on  any  of  his 
personnel  practices  or  policies. 

So  just  a  little  bit  of  understanding  on  the  unique  situation  on 
to  part  of  small  businesses. 

Mr.  Chabot.  Thank  you  very  much.  I  think,  in  the  interest  of 
time,  I'll  yield  back  the  Balance  of  my  time. 

Chair  MEYERS.  Thank  you  very  much,  Mr.  Chabot.  We  do  have 
a  vote  now  and  rather  than  make  you  all  wait  for  15  minutes  while 
we  get  over  there  and  come  back,  I  will  now  order  this  hearing  ad- 
journed. 

We  would  like  to  submit  some  questions  for  the  record  and  have 
you  respond  to  them  if  there  are  Members  who  have  further  ques- 
tions. This  has  been  a  very  good  hearing.  I've  learned  a  lot  and  I 
thank  you  all  very  much  for  being  here. 

[Whereupon,  at  11:53  a.m.,  the  Committee  was  adjourned,  sub- 
ject to  the  call  of  the  Chair.] 


33 
APPENDIX 


STATEME^^^  of  FLOYD  H  FLAKE  BEFORE  THE  HOUSE  COMMITTEE 

ON  SMALL  BUSINESS 

MAY  1,  1996 

CHAIRWOMAN  MEYERS,  I  APPRECIATE  THE  OPPORTUNITY 
TO  DISCUSS  THE  COMMERCIAL  BANK'S  ROLE  IN  PROVIDING 
SMALL  BUSINESS  FINANCING.  IT  HAS  BEEN  FOUND  THAT 
COMMERCIAL  BANKS  ARE  ONE  OF  THE  MOST  IMPORTANT 
SOURCES  OF  CREDIT  FOR  SMALL  BUSINESSES.  AS  THE  LARGEST 
PROVIDER  OF  CREDIT  TO  SMALL  BUSINESSES,  BANKS  HAVE 
DISTINGUISHED  THEMSELVES  AS  SUPPORTERS  OF  THE  SMALL 
BUSINESS  COMMUNITY.  IT  IS  MY  HOPE  THAT  BY  EXAMINING  THE 
OPPORTUNITIES  AND  CHALLENGES  THAT  BANKS  FACE  IN  THEIR 
SM7\LL  BUSINESS  LENDING,  WE  WILL  LEARN  MORE  ABOUT  WAYS 
TO  ADDRESS  THE  SMALL  BUSINESS  COMMUNITY'S  CAPITAL 
NEEDS. 

MANY  SMALL  BUSINESSES  CREDIT  THEIR  FINANCIAL 
SURVIVAL  TO  THE  CREDIT  THAT  MANY  COMMERCIAL  BANKS 
AND  FINANCE  COMPANIES  PROVIDE  TO  THEM.  SEVENTY  ONE 
PERCENT  OF  BUSINESSES  WITH  TEN  TO  TWENTY  EMPLOYEES, 
AND  EIGHTY-SEVEN  PERCENT  OF  BUSINESSES  WITH  OVER  ONE 
HUNDRED  EMPLOYEES  USE  BANK  LENDING  AS  THEIR  PRIMARY 
SOURCE  OF  CAPITAL.  BECAUSE  SMALL  BUSINESSES  AND  BANKS 
ARE  SO  INEXTRICABLY  LINKED,  WE  MUST  EXAMINE  HOW 
REGULATORY  REFORM  CHANGES  SUCH  AS  SIMPLIFIED  BANK 
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EXAMINATIONS,  CRA  COMPLIANCE  PROCEDURES  AND 
REPORTING  REQUIREMENTS  COULD  ASSIST  THE  BANKING 
INDUSTRY  IN  BECOMING  AN  EVEN  GREATER  CONTRIBUTOR  TO 
FINANCL\LLY  STRAPPED  SMALL  BUSINESSES.  I  HOPE  THAT  THIS 
HEARING  WILL  OFFER  US  A  FORUM  FOR  DISCUSSING  THESE 
ISSUES. 

AS  A  MEMBER  OF  BOTH  THE  BANKING  COMMITTEE  AND  THE 
SMALL  BUSINESS  COMMITTEE,  I  LOOK  FORWARD  TO  DISCUSSING 
HOW  WE  CAN  BUILD  ON  THE  CURRENT  SUCCESSES  IN  BANKS' 
SMALL  BUSINESS  LENDING  AND  EXAMINE  HOW  CHANGES  SUCH 
A  BANK  CONSOLIDATION  WILL  AFFECT  SMALL  BUSINESSES' 
ACCESS  TO  CAPITAL.  ACHEIVING  A  NEXUS  BETWEEN  THESE  TWO 
COMMUNTIES  IS  CRUCIAL  TO  ECONOMIC  GROWTH. 

I  WOULD  LIKE  TO  THAlvfK  OUR  WITNESSES  WHO  HAVE 
JOINED  US  TODAY  AND  LOOK  FORWARD  TO  OUR  DISCUSSION. 
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JAN  MEYERS.  Kansas  JOHN  J.  UFALCE.  New  York 

Chmh 

(DmsTEBB  of  the  finitcd  States 

Hoose  of  KcprcsentatiDts 

iCKdi  CongrtBS 
Committee  on  ^mall  ^osintss 

23ti  llaBboTn  tumst  Offia  JBmiding 
VaMngtm,  9C  w)y^m 

Statement  of  Rep.  Jan  Meyers  (R-Kansas) 

Chair 

Committee  on  Small  Business 

U.S.  House  of  Representatives 

May  1, 1996 

"Small  Businesses'  Access  to  Capital: 
The  Role  of  Banks  in  Small  Business  Financing" 


Good  Morning    Our  hearing  this  morning  is  the  second  in  a  series  that  this 
Committee  is  holding  on  small  businesses'  access  to  capital    At  the  first  hearing  on  February 
28th,  we  asked  witnesses  representing  five  prominent  small  business  advocacy  groups  to  address 
the  current  conditions  and  availability  of  capital  for  small  businesses    We  wanted  to  know  what 
specific  obstacles  and  opportunities  small  businessmen  and  women  currently  face  in  this  area 

Those  of  you  who  attended  that  hearing  will  no  doubt  remember  that  much  of  the 
witness  testimony  and  an  even  greater  amount  of  the  discussion  focused  on  bank  lending  to  small 
business    In  general,  the  witnesses  pointed  to  the  difficulties  of  securing  small-business  bank 
loans  and  the  demise  of  community  bankers,  which  has  led  to  weakening  relationships  between 
bankers  and  borrowers,  as  well  as  a  decline  in  so  called  "character  loans  "  The  witnesses  also 
noted  that  the  high  collateral  and  paperwork  requirements  that  banks  demand  fi-om  borrowers,  as 
well  as  various  other  regulatory  barriers,  present  significant  obstacles  for  small  businesses  seeking 
bank  loans 

Our  witness'  statements  were  underscored  by  a  recent  article  in  the  March  14 
edition  of  American  Banker  magazine,  which  cites  a  Federal  Reserve  paper  claiming  that  between 
1989  and  1994  bank  lending  to  small  business  dropped  34%    The  paper  also  predicts  a  32%  drop 
over  the  next  five  years    According  to  our  witnesses,  as  a  result  of  the  declining  role  that  banks 
are  playing  in  small-business  financing,  many  small  businesses  are  turning  to  non-bank  lenders  and 
credit  cards  for  their  capital  needs    While  these  sources  of  capital  are  generally  more  expensive, 
they  are  also  fi'equently  more  accessible 

As  has  been  the  case  throughout  this  series  of  hearings,  today  we  will  examine  the 
private  market,  rather  than  the  government  sponsored  sources  of  capital    There  are  indeed 
dtfTering  opinions  with  respect  to  how  best  to  increase  small  business'  access  to  capital    It  is  my 
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personal  opinion  that  when  appropriate,  the  government  should  encourage  private-sector  initiative 
in  this  area  by  removing  whatever  obstacles  and  disincentives  that  exist  for  banks  to  lend  to  small 
business,  rather  than  simply  increase  the  role  of  government  sponsored  capital  sources. 

I  have  asked  the  witnesses  before  us  today  to  address  the 
bank-lending  issues  raised  by  the  witnesses  at  our  first  hearing    Specifically, 
I  have  asked  the  private-sector  witnesses  to  identify  the  various  impediments  or  disincentives  that 
banks  face  in  lending  to  small  business.  I  have  also  asked  them  to  assess  how,  despite  the  these 
impediments,  certain  banks  have  been  successfiil  in  making  small-business  loans 

I  have  asked  the  regulatory  witnesses  to  assess  the  overall  regulatory  climate  for 
small-business  bank  lending    Are  conditions  today  generally  better  or  worse  since  the  so  called 
"credit  crunch"  of  the  early  1990's?  In  addition,  I  have  asked  them  for  suggestions  to  improve 
small-business'  access  to  bank  loans   Finally,  I  have  asked  today's  witnesses  to  give  us  their 
opinions  on  the  effects  of  industry  consolidation  and  competition  fi'om  other  capital  sources 

It  is  my  hope  that  this  hearing  will  give  us  a  more  accurate  picture  of  the  current 
state  of  bank  lending  to  small  business  and  help  identify  ways  to  improve  small  business'  access  to 
this  important  source  of  capital. 
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HOUSE  COMMITTEE  ON  SMALL  BUSINESS 

FULL  COMMITTEE  HEARING  ON  SMALL  BUSINESS'  ACCESS  TO  CAPITAL: 
THE  ROLE  OF  BANKS  IN  SMALL  BUSINESS  FINANCING 

Opening  Statement  of  Congressman  Glenn  Poshard 

May  1,  1996 


Madame  Chairman,  thank  you  for  holding  this  next  in  a  series  of  hearings  on 
increasing  the  access  to  capital  for  small  businesses  in  this  country.   As  we  all  know,  bank 
lending  has  traditionally  been  the  largest  source  of  capital  for  small  firms,  and  the  recent 
decline  in  loans  from  these  institutions  is  cause  for  analysis.    I  appreciate  your  continued 
attention  to  these  problems. 

I  would  also  like  to  thank  our  distinguished  panel  for  joining  us  today  and  sharing 
their  insights.   There  has  been  some  concern,  which  I  am  sure  will  be  addressed  here  today 
by  Ranking  Minority  Member  LaFalce  and  others,  that  the  focus  of  this  hearing  may  miss 
the  crux  of  the  bank  lending  problem.    Substantial  amounts  of  data  seem  to  show  that 
changes  in  the  configuration  of  the  banking  industry,  mainly  mergers,  are  responsible  for  the 
inability  of  local  firms  to  receive  the  level  of  credit  they  once  did.   The  issues  of  regulatory 
and  paperwork  burden,  while  important,  have  received  substantial  treatment  in  this 
Committee  and  this  Congress.    Any  new  information  on  these  topics  is  always  welcome,  but 
we  must  be  careful  to  examine  all  factors  that  affect  bank  lending.   Large,  out-of-state  banks 
have  been  more  cautious  in  lending  than  smaller,  community  based  ones.   This  matter 
deserves  increased  scrutiny. 

Madame  Chairman,  that  being  said,  it  does  not  reduce  your  leadership  role  in  this 
area.   I  would  like  to  thank  you  again  for  your  attention  to  these  matters.   I  look  forward  to 
this  morning's  proceedings. 
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Chairwoman  Meyers  and  members  of  the  Committee,  my  name  is  Jim  Dowe.   I  am  President 
of  Bangor  Savings  Bank,  a  mutual  institution  in  Bangor,  Maine.   Bangor  Savings  has  $715 
million  in  assets  and  is  an  active  lender  to  small  businesses. 

I  am  pleased  to  appear  before  the  Committee  on  behalf  of  America's  Community  Bankers, 
where  I  serve  on  the  Board  of  Directors.  ACB  is  the  national  trade  association  for  2,000 
savings  and  community  fmancial  institutions  and  related  business  firms.  The  industry  has 
more  than  $1  trillion  in  assets,  253,000  employees  and  14,500  offices. 

ACB  shares  your  concerns.  Chairwoman  Meyers,  about  the  need  to  increase  small  business 
lending.   ACB  has  long  supported  full  funding  of  the  Small  Business  Administration's  7(a) 
guarantee  program  and  the  appropriate  development  of  a  secondary  market  for  small  business 
loans.   However,  other  regulatory  and  legislative  impediments  that  banks  face  in  lending  to 
small  business  must  be  removed. 

I  would  like  to  state  at  the  outset  that  community  banking  is  alive  and  well.   Small  business 
customers  prefer  to  do  business  with  their  local  community  bank,  where  they  know  the 
people  and  have  ready  access  when  the  need  arises.   Community  banks  provide  a  variety  of 
targeted  services  to  businesses  including  mortgage  loans,  equipment  loans,  credit  cards,  lines 
of  credit,  overdraft  protection,  and  so  forth. 

Offering  cash  management  services  is  vital  in  developing  any  small  business  relationship.   A 
line  of  credit  enabling  a  business  to  borrow  when  the  need  arises  is  also  an  excellent  selling 
point.   Credit  card  processing,  from  accepting  merchant  deposits  to  offering  a  corporate 
credit  card  and/or  personal  credit  cards  for  the  business  principals,  helps  build  an 
institution's  image  as  a  one-stop  for  business  banking  services  -  an  important  aspect  to 
promoting  relationship  business. 

Successful  Small  Businesses 

Small  businesses  prefer  to  borrow  from  local  institutions  because  of  the  convenience  and 
personal  treatment  they  receive.   Loans  and  related  services  are  efficiently  provided  by  local 
institutions  that  are  well  positioned  to  evaluate  credit  based  on  local  markets  and  economic 
conditions.   An  "added-value"  secret  weapon  for  Bangor  Savings  Banks,  and  many 
community  bankers,  is  intimate  knowledge  of  our  local  business  customers  and  their  needs. 

A  portion  of  the  business  loans  made  by  Bangor  Savings  are  what  might  be  described  as 
"character  loans. "   Our  loans  are  to  family  business  people  we  believe  in  and  trust.   Because 
our  business  is  tied  directly-to  the-success  of  our  market  areas,  Bangor  Savings  has  a  great 
interest  in  ensuring  the  vitality  of  the  communities  we  serve. 

Before  discussing  our  specific  recommendations,  I  would  like  to  review  briefly  a  few 
examples  of  small  business  lending  by  Bangor  Savings.   Generally,  these  are  small  family 
businesses  that  large  out-of-state  banks  going  by  the  book  might  not  make.   For  example: 
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•  We  recently  granted  a  very  small  loan  to  two  women  who  wanted  to  start  a 
hairdressing  salon.   Their  salon  had  been  part  of  a  national  chain  but  the  women 
wanted  to  start  their  own  store.   That  business  is  now  doing  quite  well.   Several 
factors  went  into  the  decision  to  grant  these  women  the  loan:  they  had  been  in  this 
business  for  a  number  of  years  and  as  a  result  knew  what  they  were  doing.   Most  of 
all,  they  provided  us  with  a  cost  breakdown  —  one-and-a-half  pages  single-spaced  that 
included  $3.95  for  a  dust  pan  and  $14.95  for  a  push  broom.   That  kind  of 
commitment  showed  energy,  thoroughness,  and  thoughtfulness,  i.e.,  pure  character. 

•  In  a  small  rural  town  north  of  Bangor,  we  financed  a  small  loan  to  a  local  mother  of 
two  to  acquire  a  local  day-care  center.   She  worked  at  the  center,  but  the  then-current 
owners  had  lost  interest  in  the  business.  The  determining  factor  in  granting  the  loan 
was  the  woman's  knowledge  of  that  line  of  business.   Most  of  all,  however,  we 
believed  in  her  and  knew  instinctively  that  it  was  the  right  thing  to  do  for  her  and  the 
bank. 

•  In  another  small  Maine  town,  a  small  toy  company  made  wooden  toys.    A  craftsman 
working  for  the  company  came  to  us  wanting  to  buy  the  company.   The  craftsman 
had  no  prior  business  experience,  but  we  made  him  a  $42,000  loan,  which  included 
an  operating  line  of  credit.   Since  he  bought  the  company,  his  business  has  boomed  to 
the  point  that  the  new  owner  has  been  featured  on  television  and  in  several 
magazines.   We  made  the  loan  to  him  because  he  had  the  fundamental  skills  needed, 
understood  the  problems  of  the  business,  and  how  to  solve  them. 

•  Although  it  involved  a  government  guarantee,  I  would  like  to  mention  briefly  one 
additional  loan  to  a  company  that  makes  canoe  paddles.   A  business  owner  who  had 
received  a  golden  parachute  from  corporate  America  came  to  us  with  a  proposal  to 
buy  this  company.   The  individual  had  shown  that  he  was  very  capable  as  a 
businessman  but  needed  start-up  capital.  He  therefore  was  a  natural  for  a  SBA 
guarantee.   The  company  is  now  doing  quite  well  and  is  the  largest  employer  in  a 
small  rural  Maine  town. 

What  Can  Congress  Do? 

A  strong  savings  institution  industry  operating  under  a  rational  and  supportive  legal  and 
regulatory  regime  is  critical  to  providing  continued  support  for  community  small  business 
needs.    ACB  is  concerned  that  Congress  may  be  reluctant  to  address  the  major  competitive 
issues  facing  the  industry  because  it  is  performing  so  well.   Congress  should  not  be  lulled 
into  a  false  sense  of  complacency.   It  is  precisely  in  this  no-current-crisis  environment  that 
Congress  should  act  in  the  long-run  interest-of  the  industry.   We  all  recall  the  frenzied 
environment  in  which  FIRREA  and  FDICIA  debates  took  place.    Congress  now  has  the 
opportunity  to  act  in  a  more  orderly  fashion. 
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ACB  believes  that  Congress  can,  and  should,  act  on  several  fironts  to  promote  a  more 
favorable  competitive  environment  for  depository  institutions  to  serve  the  small  business 
community.   Congress  needs  to  reconsider  past  actions  and  undo  some  of  the  intrusive  laws 
and  regulations  that  were  put  on  the  books  in  recent  years.   The  goal,  of  course,  is  to  reduce 
regulation  consistent  with  safety-and-soundness  for  all  institutions. 

The  following  are  ACB's  priorities  for  congressional  action: 

a.  Insurance  Fund  Premium  Disparity 

I  want  to  mention  briefly  an  issue  that  will  profoundly  affect  the  ability  of  many  savings 
institutions  to  continue  to  serve  the  small  business  community.   It  is  unfortunate  that 
Congress  did  not  include  in  the  1996  onmibus  appropriations  package  language  to  solve  the 
huge  disparity  in  the  deposit  premiums  paid  by  Bank  Insurance  Fund  members  and  those  paid 
by  Savings  Association  Insurance  Fund  members.   This  is  a  problem  that  needs  to  be  fixed  at 
the  earliest  possible  date.   From  my  standpoint  as  a  BIF-insured  bank,  I  think  the  GAO, 
CBO,  FDIC,  Treasury,  OTS,  Federal  Reserve  and  others  did  an  excellent  job  in  focusing 
attention  on  the  BIF/SAIF  disparity  and  the  dangers  that  it  presents  to  the  financial  system. 
All  banks  have  a  stake  in  a  financially  sound  deposit  insurance  system,  and  the  system  is 
only  as  secure  as  its  weakest  link.  The  public  does  not  differentiate  between  the  two 
insurance  funds  administered  by  the  FDIC,  and  neither  should  policymakers.   To  compete 
effectively  as  a  banking  industry,  and  to  guarantee  the  integrity  of  the  payment  system  and 
credit  availability,  we  must  stand  together  to  promote  the  common  interest,  including  a 
strong  deposit  insurance  system.   The  viability  of  the  industry  and  its  role  in  serving  local 
communities  are  at  stake. 

b.  Regulatory  Burden  Relief 

Congress  should  reduce  the  regulatory  burden  on  depository  institutions,  consistent  with 
safety  and  soundness.   The  work  begun  in  the  last  Congress  and  continued  in  this  one  are 
meaningful  steps  toward  reform  that  will  help  institutions  serve  their  communities.   ACB 
strongly  supports  the  Leach-Bereuter  bill  in  the  House  and  the  Shelby-Mack  bill  in  the 
Senate.   Both  bills  are  designed  to  remove  unnecessary  red  tape  and  duplicative  paperwork 
that  in  recent  years  have  been  strangling  lenders. 

Compliance  costs  are  significant  because  they  represent  monies  not  available  for  making 
community  loans  or  developing  new  products  and  services.    One  of  ACB's  larger  members 
reports  that  as  a  matter  of  everyday  business,  its  compliance  program  requires  that  22  of  the 
institution's  senior  executives  meet  once  a  month  for  at  least  an  hour  and  a  half  merely  to 
coordinate  the  bank's  response-to  compliance  requirements.   This  institution  spends  $4 
million  annually  in  direct  compliance  costs  alone. 
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But  this  regulatory  burden  hits  hardest  on  smaller  institutions  that  cannot  take  advantage  of 
economies  of  scale,  and  do  not  have  a  large  staff  of  trained  specialists  to  assure  compliance 
with  all  regulations.   Reducing  the  industry's  federal  compliance  costs  through  a  series  of 
precise,  technical  improvements  of  the  sort  contained  in  these  bills  before  the  Congress 
would  permit  all  financial  institutions  to  divert  resources  now  spent  on  compliance  toward 
making  loans  and  delivering  savings  products  to  the  community  instead. 

Former  FDIC  Chairman  Bill  Isaac  recently  noted:    "Competition  and  nationwide  banking 
won't  run  community  banks  out  of  business,  but  the  government  might."  By  passing  much 
needed  regulatory  burden  relief,  this  Congress  can  refute  that  scenario  and  improve  small 
business  lending. 

c.  Small  Business  Lending 

One  means  of  expanding  lending  opportunities  for  small  business  would  be  to  relax  the 
commercial  lending  limit  for  federal  savings  associations.   Under  current  law,  federal  savings 
associations  may  not  invest  more  than  10  percent  of  their  assets  in  commercial  loans.   Over 
the  years,  some  federal  associations  have  become  sufficiently  involved  in  business  lending  to 
bump  against  this  ceiling. 

ACB  strongly  supports  the  provision  in  the  Senate  regulatory  burden  relief  bill  (S.  650), 
sponsored  by  Senators  Shelby  and  Mack,  that  would  increase  the  10  percent  cap  on  assets 
invested  in  commercial  loans  to  20  percent,  provided  that  loans  in  excess  of  10  percent  be 
invested  in  small  business  loans.   liie  bill  would  also  permit  savings  institutions  to  count 
small  business,  credit  card  and  student  loans  toward  meeting  the  qualified  thrift  lender  test. 
This  provision  would  afford  institutions  some  additional  leeway  to  make  business  loans  and 
enhance  the  institution's  full-service  community  focus. 

d.  Environmental  Lender  Liability 

There  remains  a  major  obstacle  to  lending  for  small  businesses  that  requires  attention- 
secured  party  liability  under  environmental  laws.   Legislation  to  clarify  that  lenders  that 
come  into  possession  of  property  are  not  liable  for  environmental  cleanup  costs  passed  both 
the  House  and  Senate  during  the  last  two  Congresses  but  was  not  enacted  into  law  because  of 
disputes  over  larger  issues. 

Congress  must  act  to  restore  the  intent  of  the  Superfund  law  and  Solid  Waste  Disposal  Act 
by  clarifying  that  lenders,  trustees,  fiduciaries,  govemmoit  agencies  and  others  who  make 
secured  loans  or  act  as  fiduciaries  are  not  liable.  The  benefits  are  clear—  small  businesses 
including  those  in  the  inner-cities  are  adversely  impacted  by  genuine  fear  of  open-ended 
environmental  liability  on  the  part  of  lenders.   Clarification  of  the  Superfiind  exemption  for 
secured  parties  will  enhance  the  flow  of  credit  and  reduce  the  cost  of  credit  to  small 
businesses  and  assist  them  in  undertaking  private  clean-ups  of  hazardous  waste  problems. 
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e.  Examination  Issues 

The  scope  and  frequency  of  both  safety  and  soundness  and  compliance  examinations  can 
impose  excessive  direct  and  indirect  costs  on  institutions.   The  direct  cost  is  the  time  spent 
by  an  institution's  personnel  to  satisfy  examination  requirements.   The  indirect  cost  is  the 
time  and  resources  that  are  diverted  from  productive  activities.    A  cost-effective  allocation  of 
examination  resources  is  essential  for  institutions  and  their  examiners.   We  all  understand 
cycles  of  business  and  the  effect  of  both  a  downturn  and  rapid  expansion  in  the  market. 
Banks  need  a  pattern  of  consistent  examiner  standards  if  banks  are  to  maximize  their  ability 
to  make  loans  available  to  small  business. 

f.  Sweep  Accounts 

By  federal  statute,  businesses  may  not  earn  interest  on  demand  accounts.  This  unnecessarily 
restricts  the  ability  of  businesses,  both  small  and  large,  to  manage  their  monies  to  their  best 
advantage  and  prevents  depository  institutions  from  providing  the  most  efficient  and 
profitable  cash  management  services  to  their  business  clients. 

Under  current  regulations,  however,  institutions  may  use  "sweep  accounts"  to  move 
corporate  funds  horn  non-interest  bearing  demand  accounts  and  into  interest  bearing  non- 
deposit  accounts  and  back  again.   Regulation  D  limits  institutions  to  six  "sweeps"  from 
interest-bearing  accounts  per  month  or  per  statement  cycle.   Unfortunately,  even  using  these 
"sweep  arrangements,"  small  businesses  and  smaller  institutions  are  at  a  competitive 
disadvantage  viz-a-viz  their  larger  brethren  who  have  access  to  Wall  Street  and  other 
sophisticated  mechanisms  for  corporate  cash  management. 

Permitting  the  payment  of  interest  on  business  demand  accounts  would  provide  small 
businesses  with  a  needed  tool  to  assist  them  in  one  of  the  most  fundamental  of  their 
concerns,  management  of  their  cash  flows. 

y.   Loan-to- Value  Ratios 

Loan-to-value  (LTV)  limits  are  lending  standards  for  all  insured  depository  institutions.  The 
specific  LTV  limits  are  restrictive,  however,  for  small  business  and  start-up  businesses. 
They  fail  to  take  into  account  the  diversity  of  lending  practices  of  lending  institutions,  the 
health  of  lending  institutions,  economic  conditions  in  the  local  lending  area,  and  the 
individual  circumstances  surrounding  the  request  for  credit.   We  suggest  that  the  federal 
banking  regulators  consider  in  their  efforts  to  reduce  the  regulatory  burden,  as  called  for  in 
Section  303  of  the  Riegle  Community  Development  bill,  allowing  well-capitalized  or 
otherwise  well-performing  institutions  when  lending  to  small  business  to  use  greater 
flexibility  in  judging  the  creditworthiness  of  a  borrower,  market  conditions  and  other  credit 
quality  factors. 
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h.   Directors'  and  Officers'  TJabilitv 

Most  small  business  owners  could  use  expertise  on  their  boards  of  directors  or  advisory 
groups  to  enhance  oversight  and  corporate  decision  making.   Director's  liability  insurance  is 
costly,  and  may  be  out  of  reach  to  many  small  businesses.   Were  it  not  for  the  fear  of 
personal  liability  in  this  litigious  environment  we  are  in,  more  people  would  be  willing  to 
take  an  active  role  in  the  small  business  community. 

i.   Education 

As  a  society,  we  generally  do  a  poor  job  of  educating  our  next  generation  of  small  business 
owners  as  to  the  required  skill  sets  they  will  need  to  succeed  in  business.   Universities  and 
colleges  are  striving  to  address  the  shortfalls  in  this  area  but  much  more  needs  to  be  done. 
While  it  is  important  that  our  current  graduates  understand  how  to  take  a  company  public  and 
the  various  capital  markets,  more  time  is  needed  in  the  more  basics  of  small  business. 
Meeting  a  payroll,  dealing  with  vendors,  break-evoi  analysis,  capital  requirements  and 
performing  basic  marketing  are  but  a  few  examples  where  more  work  is  needed.   There  is  a 
wide  array  of  resources  available  to  assist  small  business  but,  in  most  circumstances,  when 
the  need  is  realized,  it  is  too  late. 


Conclusion 

Chairwoman  Meyers,  and  members  of  the  Committee,  everyone  wants  to  spur  small  business 
lending.   Small  business  lending  is  at  the  core  of  American  job  creation.   Sound  and 
competitive  savings  institutions,  unhampered  by  excessive  regulatory  constraints,  can  play  a 
major  role  in  providing  profitable  financial  services  for  a  growing  economy.   ACB  members 
want  to  be  in  the  business  of  devoting  their  full  energies  to  investing  in  their  communities 
and  lending  to  small  businesses,  not  to  be  in  paperwork  purgatory. 

America's  Community  Bankers  stands  ready  to  assist  in  any  way  possible  to  address  these 
issues.   I  will  be  happy  to  answer  any  questions  you  may  have. 
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Madame  Chainnan  and  members  of  the  Committee: 

I  appreciate  the  opportimity  to  provide  my  views  on  the  current 
environment  for  small  business  financing,  especially  as  it  relates  to  bank  lending. 
Small  business  financing  is  an  area  on  which  I  have  focused  for  much  of  my 
career.  My  experience  in  this  area  includes:  staff  advisor  to  the  Treasury 
Department's  Small  Business  Advisory  Committee;  the  economist  responsible  for 
small  business  issues  at  the  Federal  Reserve  Board;  conducting  research  studies 
on  bank  lending  to  small  business  while  at  the  Fed  and  as  a  consultant;  and,  in 
my  current  position  as  a  Managing  Director  at  Furash  &  Company,  consulting 
with  financial  institutions  on  small  business  issues. 

As  I  am  sme  you  are  aware,  legal  restrictions  make  it  very  cumbersome 
for  banks  to  provide  equity  capital  to  small  businesses,  either  directly  or  through 
underwriting.  Those  restrictions  are  an  impediment  to  the  ability  of  small 
businesses  to  raise  capital.  However,  since  you  have  asked  me  to  address  bank 
lending  to  small  business,  not  their  ability  to  raise  equity  capital,  I  will  limit  my 
remarks  to  the  following  topics. 

•  The  current  environment  for  bank  lending  to  small  business  and  how  it 
has  changed  since  the  so-called  "credit  crunch." 

•  Regulatory  impediments  or  disincentives  to  bank  lending  to  small 
business. 
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•    The  rise  of  nonbank  lenders  to  small  business  and  the  effect  on  credit 
availability  to  small  business. 

Overall,  die  current  environment  for  bank  lending  to  small  business  is 
excellent  Banks  are  healthy;  their  capital  positions  are  strong;  and  earnings  for 
the  industry  as  a  whole  have  hit  record  highs  for  the  last  four  years.  In  addition, 
in  recent  years  banks  have  been  "asset  hungry",  and  have  been  looking  for  ways 
toleverage  their  liquidity.  Further,  technological  advances  have  reduced  the  cost 
of  small  business  lending,  enabling  banks  to  expand  the  population  to  which  they 
can  cost-efifectively  make  loans.  Also,  new  reporting  requirements  and  increased 
focus  on  making  small  business  loans  in  the  new  Community  Reinvestment  Act 
(CRA)  guidelines  provide  additional  encouragement  to  banks  to  lend  to  small 
businesses.  Combine  these  factors  with  a  growing  economy  and  a  better  outlook 
for  business  overall,  and  you  have  the  basis  for  banks  being  willing  and  able  to 
lend  to  small  business.  As  a  result,  competition  is  intense.  And,  according  to 
National  Federation  of  Independent  Business  (NFIB)  surveys,  credit  availability 
is  not  a  significant  issue  for  its  members. 

This  environment  contrasts  markedly  with  the  environment  during  the  "so- 
called"  credit  crunch  of  the  earfy-  1990s.  During  those  years,  the  banking 
industry  was  not  healthy.  Over  one  thousand  banks  failed  between  1982  and 
1992.  Problems  in  the  economy  and  commercial  real  estate  in  particular  resulted 
in  severe  credit  quality  problems  for  banks.  Consequently,  a  large  percentage  of 
their  earnings  had  to  be  used  to  build  up  loan  loss  reserves.  At  the  same  time,  as 
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the  Federal  Deposit  Insurance  Corporation  Improvement  Act  (FDICIA)  was 
being  debated,  and  ultimately  enacted,  banks  had  to  improve  their  capital  to 
assets  ratio.  There  were  (and  are)  only  two  ways  to  accomplish  this:  increase 
capital  or  decease  assets.  With  earnings  weak  and  the  market  not  particularly 
enamored  of  banks  at  the  time,  significantly  increasing  capital  by  retaining 
earnings  or  issuing  new  equity  was  not  easy.  Therefore,  many  banks  had  to 
shrink  assets,  or  at  least  keep  growth  to  a  minimum.  That  meant  limiting  lending 
activity.  Overlay  that  with  bank  and  regulator  concerns  about  borrowers'  credit 
quality  given  the  state  of  the  economy,  and  it  should  have  been  no  surprise  that 
bank  lending  in  general,  and  to  small  businesses  in  particular,  was  not  going  to  be 
strong. 

Despite  the  much  improved  environment,  there  are  still  concerns  that 
small  businesses  face  serious  obstacles  in  obtaining  bank  credit.  Many  of  these 
concerns  were  raised  at  this  Committee's  earlier  hearing.  Before  addressing 
these  issues,  I  would  like  to  make  two  key  points: 

•  First,  not  all  small  businesses  are  credit-qualified — for  example, 
startup  businesses;  businesses  with  weak  earnings  or  poor 
management;  or  a  business  in  a  declining  industry  may  not  qualify  for 
bank  credit,  no  matter  how  good  the  lending  environment  is. 

•  Second,  a  bank's  primary  business  is  to  lend  money — and  to  get  paid 
back.  A  bank's  incentive  is  to  make  a  loan  as  long  as  the  loan  is 
profitable  on  a  risk-adjusted  basis. 
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At  your  earlier  hearing,  the  issues  raised  included: 

•  The  impact  of  consolidation. 

•  The  demise  of  character  loans. 

•  Current  regulatory  impediments. 

There  is  no  question  that  the  pace  of  bank  acquisitions  and  mergers  has 
picked  up  steam  in  the  last  several  years,  on  the  order  of  500  or  so  mergers  a 
year.  I  expect  this  pace  to  continue,  resulting  in  about  5,000  banking 
organizations  at  the  turn  of  the  century,  down  from  the  7,500  in  existence  now 
(measured  by  owning  entity).  First,  I  will  briefly  explore  the  reasons  for 
consolidation;  then  I  will  discuss  the  impact  on  small  business  lending. 

There  are  several  explanations  for  the  consolidation  trend. 

•  Banks  are  now  permitted  to  consolidate.  It  was  not  so  long  ago  that 
interstate  banking  of  any  land,  i.e.,  through  a  holding  company  or  a 
branch,  was  not  allowed.  In  fact,  in  many  states,  branching  and/or 
multibank  holding  companies  were  not  allowed.  In  other  words, 
consolidation  was  constrained  by  legal  and  regulatoiy  barriers. 

•  Although  difBcult  to  measiire  empirically,  there  appear  to  be 
economies  of  scale  and  scope  in  at  least  some  banking  activities. 
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including  management  and  operations,  which  are  an  incentive  to 
consolidate. 

•  Technology  has  facilitated  efficient  operations  in  a  broad  geographic 
scope  thus  enabling  banking  organizations  to  effectively  manage  and 
operate  a  geographically  diverse  distribution  network. 

•  Like  many  U.S.  companies  in  all  industries,  banks  have  been  looking 
at  ways  to  increase  efficiency;  in-market  mergers  offer  the  potential  of 
eliminating  redimdant  offices,  stafi^  and  systems. 

One  of  the  frequently  cited  concerns  about  the  impact  of  bank 
consolidation  is  that  it  replaces  community  banks  with  larger  organizations  that 
do  not  serve  small  businesses  well.  I  am  sure  there  are  some  large  banks  that  do 
not  treat  small  businesses  as  well  as  the  businesses  would  like,  just  as  I  am  sure 
that  there  are  also  some  small  banks  that  do  not  meet  the  needs  of  their  small 
business  customers.  And  there  have  been  some  banks  that  have  not  handled 
customer  relations  very  well  in  the  merger  process.  Bankers  are  people  too,  and, 
unfortunately,  they  do  make  mistakes. 

However,  in  recent  years  especially,  many  of  the  large  retail  banks  have 
made  small  business  banking  a  key  strategic  initiative.  They  have  realigned  their 
organization  structm^e  to  create  units  that  focus  on  small  business;  dedicated  staff 
specifically  to  serve  small  business  customers;  established  financial  incentives 
for  developing  small  business  customers;  streamlined  their  credit  process, 
including  using  credit  scoring  models;  and  introduced  products  tailored  to  meet 
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small  business  needs  such  as  cash  management  accounts  and  PC-banking.  The 
data  demonstrate  this  large  bank  activity  in  small  business  lending.  Banks  with 
assets  over  $1  billion  are  responsible  for  the  majority  of  commercial  bank  loans 
to  small  business. 

It  is  true  that  large  banks'  ratios  of  small  business  loans  to  assets  tend  to 
be  lower  than  small  banks'  ratios.  All  that  says,  however,  is  that  large  banks 
serve  more  constituencies  than  small  banks.  A  significant  portion  of  large  bank 
loans  goes  to  middle-market  and  large  corporate  loans  that  are  also  needed  to 
keep  the  economy  healthy.  Small  banks  do  not  have  the  capital  to  safely  support 
these  large  commercial  loans. 

Turning  to  character  loans,  they  are  less  prevalent  than  they  used  to  be,  for 
good  reason.  No  matter  how  much  a  business  owner  wants  to  repay  a  loan,  if  the 
business  does  not  generate  earnings  and  cash  flow,  or  have  the  collateral  to 
support  the  loan,  the  business  owner  cannot  repay,  despite  his  or  her  good 
intentions.  The  experience  of  the  late  1980s  proved  that  to  bankers  and  their 
regulators.  "Character"  indicates  willingness  to  repay.  Of  course  willingness  to 
repay  is  important,  but  ability  to  repay  is  critical. 

This  brings  me  to  regulatory  impediments.  The  apparent  belief  is  that  if 
regulators  evaluate  each  individual  loan  in  their  bank  exams,  then  banks  will  be 
less  willing  to  take  on  risky  loans  even  if  they  are  priced  appropriately.  In  our 
experience,  the  regulators  are  moving  away  fi"om  loan-by-loan  reviews,  and  are 
more  willing  to  consider  small  business  loan  risk  on  a  portfolio  basis.    In  fact. 
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their  whole  exam  focus  is  shifting  to  the  overall  ability  of  the  bank  to  manage 
comprehensive  risk  across  all  lines  of  business  and  functional  areas. 

One  final  area  I  would  like  to  address  is  nonbank  competition  for  small 
business  loans.  Simply  put,  it  is  increasing  and  is  likely  to  increase  more.  Major 
sources  of  credit  for  small  business  are  noninstitutional;  they  include  suppliers, 
who  provide  what  is  called  trade  credit;  family  and  fiiends;  and  credit  cards.  Of 
the  institutional  lenders,  banks  are  clearly  important,  but  nonbanks  have  made 
substantial  inroads.  According  to  the  Federal  Reserve's  1993  survey  of  small 
business  finances,  37  percent  of  small  businesses  had  a  credit  line,  a  loan,  or  a 
capital  lease  at  a  bank.  However,  19  percent  had  such  a  borrowing  relationship 
with  a  nondepository  institution,  mainly  at  a  finance  company  or  leasing 
company.  These  nondepository  institutions  are  particularly  strong  competitors  in 
asset-backed  financing  —  e.g.,  vehicle  and  equipment  loans  and  capital  leases. 
The  Money  Store,  a  finance  company,  is  the  largest  SBA  lender,  and  has  been  for 
several  years.  Merrill  Lynch' s  small  business  loans  outstanding  reportedly  have 
grown  to  close  to  $1  billion  and,  according  to  a  Consumer  Bankers  Association 
recent  survey,  58  percent  of  respondents  consider  Merrill  Lynch  to  be  their  third 
largest  competitor  after  regional  and  community  banks.  In  smn,  both  bank  and 
nonbank  competition  for  small  business  loans  is  strong  and  growing. 

To  reiterate,  the  small  business  lending  environment  is  quite  hospitable 
these  days.  The  market  is  working. 
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Madan  Chairwoaan  and  Baabars  of  tha  Coamittaa,  I  an  plaasad 
to  have  tUls  opportunity  to  testify  bafore  you  today  on  behalf  of 
tha  Faderal  Deposit  Insurance  Corporation  (FDIC)  on  the  issue  of 
credit  availability  for  bmII  business.  My  testimony  will 
discuBB  recent  trends  in  amall  business  lending;  our  analysis  of 
the  potential  iapact  on  credit  availability  of  increased 
consolidation  of  tha  banking  industry;  and  ongoing  efforts  to 
reduce  regulatory  burden  by  streamlining  regulations  and 
coordinating  the  supervisory  process. 

When  I  last  appeared  before  you  in  April  1993,  the  recession 
of  the  early  1990 's  was  ending  and  the  FDIC  had  just  begun  to  see 
the  first  signs  of  increasing  strength  in  the  economy  and  . 
increasing  demand  for  credit  from  households  and  businesses,  ht. 
that  time,  the  banking  indvistry  was  attempting  to  resolve  the 
large  number  of  remaining  troubled  assets  from  the  1980 's.   Bank 
lending  to  business  had  declined  in  virtually  every  quarter 
throughout  the  1990  to  1992  period. 

During  this  period,  the  industry  devoted  more  attention  to 
eliminating  leftover  problem  loans  and  shoring  up  troubled 
balance  sheets' than  taking  on  new  lending  risks.   Consequently, 
many  banks  tightened  their  underwriting  standards  and  became  more 
selective  in  their  lending.  Many  borrowers  were  unable  to  meet 
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the  more  selsctiv*  undsrvrltlng  standards  bscauss  rsal  sstats, 
which  traditionally  sarvss  as  the  priaary  sourcs  of  collateral  to 
support  saall  business  borrowing,  either  had  declined  in  value  or 
was  not  appreciating  as  fast  as  it  once  had.   Thus,  borrowers  had 
difficulty  providing  the  equity  needed  to  obtain  bank  financing. 
Moreover,  the  low  interest  rate  environment  combined  with  the 
unusually  steep  sloping  yield  curve  then  existing  made  mediua- 
tem  U.S.  Government  securities  a  very  attractive  investment 
alternative  for  banlcs. 

By  the  first  quarter  of  1993,  however,  the  industry  was  well 
positioned  to  lend.   Over  95  percent  of  the  BIF-insured  banks 
were  well  capitalized,  liquidity  levels  were  high,  and  the  PDIC 
estimated  that  the  industry  as  a  whole  could  support  asset  growth 
of  $500  billion  and  still  remain  well  capitalized. 

ggrrTOt  Trends  in  Bmsll  ann^t.^.,  TifTlllin 

Since  my  1993  testimony,  the  banking  industry  has 
demonstrated  continuing  strength.   Commercial  banks  have  attained 
record  high  earnings  and  have  maintained  both  high  liquidity  and 
capital  levels.   Last  year  saw  commercial  banks  achieve  record 
earnings  for  the  fourth  consecutive  year.   This  strong  earnings 
performance  was  also  broad  based  as  two-thirds  of  all  commercial 
banks  reported  higher  earnings  for  the  year.   Sliailarly,  at  the 
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end  of  1995,  the  equity  capital  ratio  for  oooBercial  banks  stood 
at  8.11  "  its  highest  level  since  1941. 

The  strength  of  the  hanking  industry  over  the  past  three 
years  has  been  accoapanied  by  increased  lending  to  small 
businesses,  although  lending  to  small  borrowers  has  not  recovered 
to  pre-recession  levels  in  real  tens.   Between  midyear  1994  and 
midyear  1995,  loans  by  FDIC- insured  cammereial  banks  to  small 
businesses  and  small  farms  increased  by  $23.6  billion  or  6.8 
percent.   Significantly,  during  that  period,  loans  secured  by 
commercial  real  estate  to  small  businesses  grew  at  a  faster  rate 
than  such  loans  to  larger  businesses  (7.5  percent  versus  4.5 
percent) .   Figure  1  to  my  testimony  depicts  the  growth  in  the 
dollar  amou'>t  of  various  categories  of  loans  to  small  businesses 
and  small  farms  between  midyear  1994  and  1995. 

Small  banks  always  have  been  a  major  source  of  credit  for 
email  businesses  —  and  this  role  continues  to  be  important. 
This  is  confirmed  by  the  FDIC's  data  for  midyear  1995.   While 
comnercial  banks  with  assets  of  less  than  $1  billion  accounted 
for  56.1  percent  of  the  total  dollar  volume  of  loans  to  small 
businesses  and  small  farms,  smaller  banks  with  less  than  $300 
million  in  total  assets  alone  accounted  for  42.4  percent  of  the 
total  dollar  volume  of  such  loans.   Another  reflection  of  the 
important  relationship  between  small  banks  and  small  businesses 
is  the  fact  that  banks  with  assets  of  less  than  $100  million 
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granted  over  96  percent  of  their  buslnesB  loans  to  nuill 
businesses  and  snail  fams.   In  contrast,  banks  with  assets  of  $1 
billion  to  $10  billion  granted  36.6  percent  of  their  business 
loans  to  saall  businesses  or  saall  fars  borrovers.   Banks  with 
assets  of  greater  than  $10  billion  granted  only  19.5  percent  of 
their  business  loans  to  small  businesses  and  saall  farms.   A 
detailed  breakdown  of  these  data  is  shown  in  Table  1.   Larger 
banks,  however,  have  recently  begun  to  esqiand  lending  to  small 
businesses  through  their  installment  loan  departments.   This 
development  offers  the  propect  of  additional  credit  being 
available  to  small  b\isinesses. 

ConselidatiQB  of  th^  n.»^Xiner  Indnatry 

Given  the  important  role  that  small  banks  play  in  extending 
credit  to  small  businesses  and  small  farms,  some  obscsrvers  hav# 
expressed  concern  regarding  the  availability  of  credit  to  this 
sector  if  industry  consolidation  trends  continue.   For  example, 
some  have  pointed  to  the  one-third  decline  during  the  past  decade 
in  the  number  of  banks  with  assets  below  $1  billion  as  a  cause  of 
concern.   The  arrival  of  nationwide  interstate  banking  and 
branching  may  add  momentum  to  industry  consolidation. 

If  only  the  decline  in  the  number  of  smaller  institutions  is 
considered,  the  future  prospects  of  this  segment  of  the  banking 
industry,  and  by  extension  the  availability  of  credit  to  small 
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buslnessss  and  saall  laras,  niyiit  seea  unpromising.   Bowavar,  tha 
mere  daelina  in  tha  nuabar  of  saallar  banks  doas  not  provida  a 
complete  picture.   Tha  19S0'a  and  early  1990 'a  caw  an  unuBually 
high  number  of  bank  failures.  As  a  consequence,  the  numbers  of 
all  catagorias  of  ban}c6  declined  and  fewer  new  banks  opened. 
This  trend  has  abated.   Last  year,  only  six  conoercial  banlcs 
failed  —  the  fewest  since  1977.  Last  year  also  saw  the  number 
of  new  bank  charters  more  than  double  from  1994.   This  trend  has 
continued  into  1996  with  the  opening  of  29  new  banks  during  the 
first  quarter. 

Banks  with  less  than  $100  million  in  assets  remain  the  most 
numerous  category  of  institution.   As  of  December  31,  1995,  there 
were  6,659  commercial  banks  in  this  category,  accounting  for  two 
out  of  every  three  FDIC-insured  commercial  banks.   More  than  95. 
percent  of  all  insured  commercial  banks  have  less  than  $1  billion 
in  assets.  Although  institutions  with  less  than  $100  million  in 
assetE  together  represent  only  6.8  percent  of  industry  assets, 
they  held  22  percent  of  all  loans  to  small  businesses.   They 
operate  in  over  4 , 000  cities  and  towns  in  which  there  are  no 
offices  of  larger  banks,  providing  essential  financial  services 
to  consumers  and  businesses. 

Small  institutions  have  demonstrated  the  ability  to  thrive 
In  both  large  and  small  markets.   While  smaller  banks  may  not 
have  the  financial  resources  to  service  major  corporate  customers 
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^o  the  Bane  extent  as  larger  banking  Institutions,  snaller  banks 
have  certain  advantages  in  working  with  snaller,  local 
businesses.   Their  necessary  focus  on  the  local  comminity  has 
enabled  saall  biuiks  to  specialise  in  extending  credit  to  saall 
businesses  and  small  farms.  Indeed,  small  institutions  have 
flourished  in  states  such  as  California,  Mew  York,  and  Virginia 
where  statewide  branching  has  been  allowed  for  many  years.   The 
FDIC  expects  this  to  continue. 

The  recent  performance  of  small  canaeroial  banks  also  does 
not  offer  any  reason  to  doubt  their  future.   In  three  of  the  last 
six  years,  banks  with  assets  of  less  than  $100  million  were  more 
profitable  than  the  industry  average  as  measured  by  return  on 
assets  (ROA) .   In  1994  and  1995,  more  than  95  percent  of  these 
institutions  were  profitable.  Almost  two-thirds  (64.4  percent^ 
reported  ROAs  above  one  percent,  and  more  than  four  out  of  five 
(81.8  percent)  had  ROAs  above  0.75  percent.   They  have  the  lowest 
proportions  of  troubled  assets  of  any  asset  size  group. 

Although  the  trend  toward  consolidation  in  banking  appears 
likely  to  continue,  data  on  bank  performance  suggest  that  the 
smaller  banking  organization  focused  on  service  to  a  particular 
local  community  and  taking  advantage  of  competitive  strengths 
resulting  from  that  focus  can  continue  to  prosper. 
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In  suamary,   ssallw:  banks  reaain  on  laportimt  and  strong 
source  of  credit  to  saall  businesses.   Available  data  indicate 
that  bank  consolidation  and  the  reaoval  of  geographic 
restrictions  on  U.S.  comsercial  banks  will  not  elisinate  the  role 
played  by  saall  banks.   The  reaoval  of  geographic  restrictions 
should  yield  iaportant  benefits  to  the  banking  system,  snail- 
business  borrowers,  and  to  the  nation's  eeonoay.  First  and  aost 
importantly ,  geographic  diversification  vill  tend  to  promote  a 
safer  and  sotinder  banking  system.   It  will  help  make  bank  asset 
quality  and  incoae  acre  stable,  and  thus  better  enable  banks  to 
withstand  regional  recessions  and  neet  credit  needs  in  times  of 
stress.   Second,  geographic  diversification  will  give  banks  an 
opportunity  to  structure  themselves  more  efficiently,  eliminate 
duplicative  fxuictions,  and  reduce  expenses.   Third,  it  will 
encourage  competition  by  making  it  easier  for  institutions  to 
enter  markets  that  are  not  now  fully  competitive.   Because  of  ^e 
importance  of  ban)cs  as  sources  of  credit  for  small  businesses,  we 
expect  that  small  businesses  will  benefit  from  the  improvements 
in  the  banking  system  that  will  accrue  from  interstate  branching. 

Although  commercial  banks  historically  have  been  the 
principal  providers  of  financing  to  small  businesses,  they  are 
not  the  sole  source  of  credit.   A  1993  survey  of  small  business 
financing,  which  %ras  cosponsored  by  the  Federal  Reserve  Board  and 
the  U.S.  Small  Business  Administration,  revealed  that 
approximately  95  percent  of  small  businesses  obtained  financing 
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froa  d«po«itory  Bourc««,  Including  coB««:clal  banks,  aavingB 
institixtions  and  credit  unions  J  At  tha  saaa  tiae, 
nondapository  financial  aoureas  wars  usad  by  just  undar  30 
parcant  of  tha  firms.  Snail  businesses  used  finance  ooapanies 
BOBt  often,  followed  by  brokaraga  firas  and  leasing  coapanies. 
Nonfinancial  sources  of  credit  ware  usad  by  15  percent  of  snail 
businesses.  Although  only  one  percent  of  snail  bUBinesses 
reported  using  govemaent  sources,  this  percentage  understates 
the  role  of  govenunent.  Many  entities,  such  as  the  U.S.  Snail 
Business  Adninistration,  provide  iiaportant  credit  guarantees. 
These  data  indicate  that  additional  sources  of  credit  do  exist 
for  the  snail  business  borrower. 

aemilatorv  Initiatives 

Throiighout  the  early  1990' s,  the  regulatory  agencies  issufd 
nunerous  statements  intended  to  clarify  supervisory  policy  and 
reporting  requirements.  The  statements  were  an  attempt  to  remove 
impediments  to  bank  lending  that  might  occur  due  to  unnecessary 
costs  or  supervisory  burdens.   For  example,  the  statements 
clarified  supervisory  standards  on  the  classification  of  real 
estate  loans  and  on  the  importance  of  flexibility  in  working  with 
borrowers  with  tei^orary  financial  problems.  The  purpose  of 


^    Rebel  A.  Cole  and  John  D.  Nalken,  "Financial  Sarvieas 
Dsed  by  Small  Business:  Evidence  from  the  1993  National  Survey  of 
Small  Business  Finances,"  Federal  Reeerve  Bulletin.  July  1995, 
pp.  629-67. 
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these  •tateaientfi  was  to  help  ensura  that  landers  and  borrowers 
would  not  be  discouraged  by  regulatory  raquirenents  and 
misunderstood  examination  policies  as  the  economy  developed 
moaenttim  and  credit  demand  accelerated. 

When  I  testified  before  the  Committee  in  1993,  the  FDIC  had 
joined  the  other  bank  and  thrift  regulators  in  announcing  a  joint 
program  to  address  the  problems  of  credit  availability, 
especially  for  small  and  medium-sized  businesses  and  farms.   The 
program  addressed  five  areas:  1)  lending  to  small  and  medium- 
sized  businesses  and  farxu,  2)  real  estate  lending  and 
appraisals,  3)  paperwork  and  regulatory  burden,  4)  appeals  of 
examinarlon  decisions  and  complaint  handling,  and  5)  examination 
processes  and  procedures.   Since  1993,  the  FDIC  has  addressed 
each  of  these  areas. 

Lending  t:o  Small  and  Medium-Sized  Busineasfts  and  Farms 

The  first  Initiative  announced  under  the  interagency  program 
was  a  new  joint  policy  statement.   Under  this  policy  statement, 
the  strongest  ban)cs  and  thrifts,  that  is  those  rated  CAMEL 
Composite  of  "1"  or  "2"  and  which  were  at  least  adequately 
capitalized,  were  able  to  make  and  oarzy  some  small  and  medium- 
sized  business  and  farm  loans  with  only  minimal  documentation. 
The  total  amount  of  such  loans  at  an  Institution  was  limited  to 
an  amo\mt  equal  to  20  percent  of  its  total  capital.  The  loans 
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vera  to  b«  avaluatad  sololy  on  tbe  basis  of  pcrCorsane*  and  to  b« 
•xea^t  troB  axaBlnar  erltleisn  of  docunantation.  Six  aonths 
after  issuing  tnis  policy  stateaant,  its  provisions  were  extended 
to  those  wall  and  adequately  capitalized  state  nonuenber  banks 
rated  a  CAMEL  coapositc  of  "3." 

Before  lenders  could  begin  to  utilize  this  prograa  fully, 
however,  iaqproveaent  in  the  general  economic  oliaate  contributed 
to  increased  lending  to  snail  businesses.  Nevertheless,  this 
progran  %ns  the  first  of  several  steps  the  regulators  have  taken 
in  recent  years  to  ifflprove  the  ability  of  banks  to  nake  credit 
available  sore  efficiently. 

In  addition,  in  August  1995,  the  agencies  approved  an 
interia  rule  to  reduce  the  miniaum  capital  levels  insured 
institutions  mist   naintain  for  certain  small  business  loans  an^i 
leases  that  are  sold  with  recourse.   This  action  implemented 
Section  208  of  the  Riegle  Community  Development  and  Regulatory 
Improvement  Act  of  1994. 

a- 
Real  Estat:e  Lending  and  Appraisals 

In  June  1994,  the  four  regulatory  agencies  annoiinced  the 
final  revisions  to  the  rules  on  real  estate  appraisals.  This  was 
one  of  the  most  important  of  the  bank  regulatory  initiatives 
because  it  was  designed  to  reduce  costs  and  encourage  lending 
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without  coBpronising  bank  saf«^  and  •onndness  requixaaents.   Tha 
major  changaa  Involved  Incraaalng  tha  loan  thrashold  for  which  a 
cartified  or  licanaad  ^ipralsal  ia  raqairad  to  $250,000,  fron 
$100,000;  exeppting  fro«  tb»  ^ipraisal  raqoireaents  businass 
loans  of  $1  million  or  lass  whara  tha  sala  or  rantal  of  real 
aetata  is  not  the  priaazy  source  of  repayment;  and  eaqpanding  the 
"abundance  of  caution"  exaaptioB  for  bnsinesa  loans  so  that  an 
appraisal  would  not  be  required  whan  the  collateral  value  is  not 
material  to  a  loan  decision. 

Raoulatorv  Burden  Reduction 

Over  the  years,  a  number  of  new  laws  and  regulations 
affecting  banlcs  have  been  adopted.  Hhile  these  laws  and 
regulations  were  adopted  to  protect  consumers  and  the  deposit 
insurance  funds,  the  cumulative  affect  has  bean  to  impose 
additional  costs  on  financial  transactions  that  are  essential  to 
sustain  a  vibrant  and  competitive  econoay.  Tho   burden  of  the 
additional  costs  has  fallen  disproportionately  on  insured  banks 
as  compared  to  other  types  of  institutions  thereby  resulting  in 
competitive  disadvantages.  Moreover,  regulatory  burden  in 
general  has  a  disproportionate  effect  on  smaller  institutions 
which  arc  the  primary  lenders  to  small  businesses. 

Tha  reduction  of  the  burden  imposed  by  unnecessary  and 
cumbersome  regulatory  requirements  is  critical  to  the  ability  of 
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non- 


aaallttr  banks  to  coapcte  effaetlvcly  with  larger  banks  and 
dapository  financial  conpanias.  Regnlatory  relief  is  a  aajor 
initia1d.ve  that  the  FDIC  has  xindertaksn.  Regulators  should 
constantly  look  for  possibilities  for  reducing  burden  and  Baking 
the  supervisory  process  sore  efficient  and  aust  guard  against 
ia^lementing  nev  policies  that  sight  unnecessarily  iqiede  the 
lending  process. 

In  1992,  I  directed  a  review  of  each  FDIC  regulation,  policy 
stateaent  and  prograa  in  order  to  identify  and  accelerate  action 
on  initiatives  that  would  eliainate  any  unneoessary  burden  or 
otherwise  pronote  economic  growth.  This  review  resulted  in  a 
nunber  of  recoaaendations  aiaed  at  reducing  regulatory  burden  and 
several  reforas  were  adopted.   For  instance,  the  FDIC  executed 
an  agreeaent  with  the  Conference  of  State  Bank  Supervisors  as 
well  as  the  Office  of  Thrift  Supervision  covering  the 
coordination  of  examinations  of  financial  institutions.   In 
another  instance,  the  four  federal  banking  agencies  agreed  (under 
the  auspices  of  the  FFIEC)  to  announce  prior  to  the  end  of  each  - 
year  all  reporting  changes  to  the  Call  Reports  that  will  take 
effect  in  the  following  year.   The  banking  agencies  also 
discontinued  the  designation  and  reporting  of  "highly  leveraged 
transactions"  and  the  FDIC  agreed  to  accept  a  copy  of  the 
chartering  authority  application  as  a  aeans  of  applying  for 
deposit  insurance. 


66 


To  dj^leaant  tba  Riogle  Oonmnity  Develepaent  and 
Regulatory  Inproveaant  Act  of  1994,  the  FDIC  also  is  currently 
reviewing  120  regulations  and  policy  etateiBents.   Our  aandate 
frooB  CongresB  ia  to  reduce  regulatory  burden  by  atreaalining 
regulations  where  practical  and  by  adiieving  unifoxsity  among 
federal  regulators  on  coaousn  issues.  As  chairaan  Heifer 
testified  in  May  1995  before  the  Suhrornmlttae  on  Financial 
Institutions  and  Consuner  credit  of  the  House  CoaBittee  on 
Banking  and  Financial  Servioes,  in  order  to  focus  our  reviews, 
the  FDIC  is  testing  its  regulations  against  three  specific 
criteria:  (1)  trhether  the  regulations  are  necessary  to  ensure  a 
safe  and  sound  banldng  system;  (2)  whether  the  regulations 
enhance  the  functioning  of  the  markc^laoe;  or  (3)  whether  the 
regulations  can  be  justified  on  strong  public  policy  grounds 
related  to  consumer  protection. 

The  FDIC  will  report  on  our  progress  to  the  congress  in 
September,  but  we  have  made  significant  progress  thus  far.  Among 
our  accomplishments,  we  have  iiqilemented  an  automated  assessment 
collection  process;  decreased  the  number  of  real  estate  loans 
that  require  an  appraisal;  increased  the  flexibility  of  our  audit 
regulations;  adopted  flexible  standards  for  safety  and  soundness; 
and  revised  CRA  standards  to  provide  more  objective,  performance 
based  assessment  standards  to  minimize  compliance  burdens. 
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Apneale  o*   Bvaminat- 4 .yj,  n»gisiong  and  CoBDlaint  Handling 

The  FDIC  alBO  la  alndful  that  regulatory  burden  nay  b« 
associated  with  the  exaalnatlon  process.  Both  the  FOIC's 
Division  of  Supervision  (DOS)  and  the  Division  of  Compliance  and 
Consumer  Affairs  (DCA)  have  talcen,  and  are  continuing  to  take, 
steps  to  identify  areas  to  be  streaalined  in  safety  and  soundness 
and  conpl lance  examinations.   We  believe  that  the  best  way  to 
identify  these  areas  is  to  enstire  that  there  are  open  lines  of 
communication  with  bankers.  In  1995,  the  FDIC  created  the  Office 
of  Ombudsman.  This  action  established  a  formal  procedure  for 
gathering  unrestricted  input  from  agency  and  industry  personnel 
and  for  identifying  outdated,  ineffective  or  ineonsistent 
policies,  regulations,  procedures  and  practices.   The  Office 
responds  to  inquiries  and  complaints  in  a  fair,  confidential  aad 
timely  manner  and  serves  as  an  agency  contact  point  for  the 
banking  Industry.   It  is  also  a  central  point  for  public 
inquiries  and  coaplaints. 

The  FDIC  also  has  established  an  appeals  process  for 
material  supervisory  determinations  made  by  agency  examiners  cuid 
regional  supervisory  officials.   This  program  sets  forth 
guidelines  for  an  institution  to  appeal  examination  ratings  and 
other  determinations  that  may  have  an  effect  on  an  institution • s 
capital,  earnings,  operating  flexibility  or  otherwise  affect  the 
nature  and  level  of  supervisory  oversight  accorded  the 
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institution.   Inctitution*  aay  tile  appeals  with  the  »pecial 
Suipervision  Appeals  Review  Coaaittee  established  in  the 
Washington  Office.  This  CaiOBittee,  which  is  coaposed  of  nyself , 
as  the  Vice  Chairaan  of  the  FDIC,  the  Oiraotor  of  Supervision, 
the  Director  of  Conpliance  and  Consnaer  Affairs,  the  General 
counsel,  and  the  Onbudsaan  considers  and  decides  the  appeal,  and 
notifies  the  Institution  of  its  decision  within  60  days. 

In  addition,  the  FOIC  inaugurated  a  nationwide  inforaal 
outreach  progran  in  1995  designed  to  solicit  bankers'  opinions 
and  suggestions  on  how  to  inprove  the  quality  and  efficiency  of 
both  the  safety  and  soundness  and  ca^>liancc  examination 
processes.   The  prograa  is  aiaed  at  detecting  and  inproving 
aspects  of  the  examination  process  that  nay  have  been  burdensome 
or  inefficient.   Following  an  examination,  banlcs  are  surveyed  as 
their  opinions  about  the  appropriateness  of  the  examination 
procedures,  the  quality  of  the  examination  team,  the  usefulness 
of  the  examination  report,  the  size  of  the  examination  team,  and 
their  preference  for  having  other  specialty  examinations  done 
separately  or  at  the  szAe  time  as  the  safety  and  soundness 
examination.   These  surveys  have  indicated  that  banXs  are 
generally  satisfied  with  the  examination  process.   In  response  to 
bankers'  comments  in  the  surveys,  a  number  of  changes  have  been 
made  to  existing  examination  procedures.   For  exa8q;>le,  a  minimum 
lead  time  was  established  for  contacting  bankers  of  upcoming 


•seaainatlons  and  the  on-sittt  exanination  hours  w«ro  raduoed  by 
shifting  certain  axaaination  functions  outside  of  the  bank. 

Z  belisve  that  thsse  initiatives,  taken  as  a  vhole,  have 
created  a  diaate  that  is  xwre  conducive  to  lending  and 
eliainated  soae  aisunderstandings  that  had  existed  in  the 
industry.  The  relationship  between  increasing  credit 
availability  and  reducing  regulatory  burden,  however,  is  an 
indirect  one  that  is  not  easy  to  measure.  Although  it  is  alnost 
inposBible  to  isolate  and  allocate  the  isprovement  in  the  lending 
cliaate  between  reduced  regulatory  burden  and  a  generally 
improving  econooy,  both  factors  have  contributed  to  improved 
opportunities  for  ssall  business  lending. 


OOMCLDBIOM 

Since  ny  testiaony  before  this  Conmittee  in  1993, 
significant  progress  has  been  nade  in  improving  the  availability 
of  credit  to  small  businesses.   The  improvements  in  the  health  of 
the  banking  and  thrift  industries  during  that  period  have  led  to 
increased  lending  to  small  businesses  and  snail  farms  and  a 
concomitant  expansion  in  resulting  economic  activity.  Small  to 
BediuB-sized  banks  are  the  backbone  of  lending  to  small 
businesses  and  small  farms.  As  has  been  well  reported  in  the 
media,  the  banking  industry  has  continued  its  long  term 
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consolidation.   Nonctta«laas,  it  does  not  app«ar  that  th«  futura 
viability  of  tba  •*^»fi   and  aediua  sizad  bank  is  in  jeopardy.   The 
strong  profitability  of  such  banks  caaipared  to  larger 
institutions  demonstrates  that  saall  banks  have  certain 
competitive  advantages  and  continue  to  fulfill  a  valued  role  by 
focusing  on  the  credit  needs  of  the  local  cononinlty. 

The  FDIC,  and  the  other  federal  bank  and  thrift  regulators, 
also  have  taken  major  steps  during  this  period  to  review  existing 
regulations  and  supervisory  and  examination  policies  in  order  to 
reduce  regulatory  burden.   The  FDIC  is  continuing  this  process  in 
order  to  ensure  that  our   regulations  enhance  the  functioning  of 
the  marketplace,  iirtiile  helping  to  maintain  a  safe  and  sound 
banking  system  and  provide  for  consumer  protection.   We  will 
continue  to  work  with  the  Congress,  as  well  as  bankers  and  the. . 
communities  they  serve  to  ensure  that  the  FDIC  fulfills  these  . 
goals. 

This  concludes  my  prepared  testimony.   I  would  be  happy  to 
answer  any  (questions. 


71 


(D 


O) 
LL 


72 


JSJ  K    9SSm      S    o?SS  i 
•_«   2     mm  a  a      £     ""S-   S 


J 

1*1  ! 

a      A      S 


^-vina       9  a  ^  n  m       *- 

SwS**       §  9  T.  ^  *•       4 

--s5   i 


=     8 


:;S9     3 


:s    s 


:7!R: 


an"'* 

!i 


8|b; 

b 

I  a 

a" 

e 


il 

II 

.     5 


=  88     s 


88==    X      :s;x    5 

OT  M  ^f  ^         t^  V  ^  W  .*         <A 


ggB        ""-S*        2"*"8S  «-,«» 

I 


n       "^ "» f".  •    ".       T ".  •".  • 
g        3SS5    g        &SS| 


il 


I     1  I  !l     I 


n  (0  a  !•»        irt 


U   i 


=  lit;  I  uii  t  ijli  I    iff  i 

I  III!   I  5|||   I    fill   I    iill   I 

i    ilaa      1    ^S88       §       3189      i      l3S§_    I 


llllinllii'     |jiii     hiil 

55  So  iJ  3< 


73 

TESTIMONY  OF 

SANDRA  MALTBY 

SENIOR  VICE  PRESIDENT 

SMALL  BUSINESS  SERVICES 

KEYCORP 

on  behalf  of 


KEYCORP 

and 

THE  SMALL  BUSINESS  COUNCIL 

of  the 

UNITED  STATES  CHAMBER  OF  COMMERCE 


presented  to  the 


COMMITTEE  ON  SMALL  BUSINESS 
UNITED  STATES  HOUSE  OF  REPRESENTATIVES 


May  1,  1996 


74 

TESTIMONY  OF 

SANDRA  MALTBY 

Senior  Vice  President 
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I.         Introduction 

Madame  Chair: 

On  behalf  of  KeyCorp  and  the  Small  Business  Council  of  the  United  States 
Chamber  of  Commerce,  I  would  like  to  thank  the  Chair  and  the  Committee  for  this 
opportunity  to  discuss  the  new  role  of  banks  in  small  business  lending.  My  name  is 
Sandra  Maltby,  and  I  am  Senior  Vice  President  in  charge  of  Small  Business  Services  at 
KeyCorp,  and  a  member  of  the  Chamber's  Small  Business  Council. 

I  hope  to  explain  that  "small  business  and  banks"  is  no  longer  a  one-way  street 
where  small  business  needs  banks  more  than  the  reverse:  The  credit  needs  of 
America's  entrepreneurs  have  merged  with  the  changing  structure  of  the  financial 
services  industry  to  make  small  business  an  indelible  and  an  evermore  important 
customer  for  our  industry. 


I  hope  to  illustrate  these  points  by  discussing  KeyCorp's  approach  to  small 
business  banking.  I  will  also  comment,  from  a  banker's  perspective,  on  the  general 
regulatory  atmosphere  impeding  even  a  strong  bank's  effective  response  to  the  credit 
needs  of  small  and  new  businesses. 
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KeyCorp,  which  is  headquanered  in  Cleveland,  is  the  nation's  second  largest 
lender  to  small  businesses.  It  is  also  one  of  the  nation's  largest  bank  holding 
companies,  with  $66.3  billion  in  assets  at  December  31,  1995.  We  are  a  national,  bank- 
based,  consumer  and  commercial  financial  services  company,  with  more  than  1,400 
offices  in  26  states,  stretching  from  Maine  to  Alaska. 

We  define  'small  business"  as  enterprises  with  annual  sales  of  S3  million  or  less 
and  with  credit  needs  of  $300,00  or  less.  We  have  over  86  million  small  business  loans 
outstanding  to  375,000  customers.  These  amount  to  a  $3.3  billion  portfolio.  The 
number  of  these  loans  increased  almost  14  percent  from  the  year  before,  and  their 
dollar  amount  grew  nearly  1 1  percent. 

Key,  in  faa,  has  been  among  the  top  three  small  business  lenders  for  a  number 
of  years  -  working,  to  name  a  few,  with  lobster  fishermen  in  Maine,  florists  in  Utah, 
apple  growers  in  Washington  State  and  office  supply  distributors  in  Anchorage, 
Alaska.  We  have,  in  short,  deep  commitment  to,  and  long  experience  in,  meeting  the 
credit  and  business  needs  of  entrepreneurs  and  growing  businesses. 

In  this  work  we  have  learned  five  principles  about  small  businesses: 

•  First,  of  course,  these  enterprises  need  unimpeded  access  to  credit; 

•  Second,  success,  however,  depends  on  more  than  capital:  executives 
must  have  a  full  range  of  value-added  services  -  from  retirement  plans, 
to  advice  on  topics  as  disparate  as  personnel  management,  regulatory 
requirements  and  sales  management,  to  referrals  to  accountants,  lawyers, 
etc.; 

•  Thirdly,  it  is  decidedly  in  our  interest  as  a  lender  that  our  customers  be 
informed  and  astute  managers  in  the  optimum  operation  of  their 
enterprises; 

•  Fourth,  entrepreneurs  are  different:  they  need  to  be  able  to  bank  on 
their  own  terms  -  when  and  how  it  is  convenient,  using  products  and 
services  tailored  to  their  needs; 
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•     Fifth,  they  need  to  work  with  bankers  who  are  local,  who  are 

knowledgeable  about  them,  their  business  and  about  the  issues  common 
to  growing  comfKuues. 

Out  of  these  principles  and  our  experience  has  evolved  the  Key  model  for  small 
business  banking.  It  is  an  approach  which  attempts  to  address  the  twin  issues  of  access 
to  capital  and  access  to  knowledge  and  skill.  Furthermore,  we  submit,  this  model 
reflects  the  expanding  role  of  small  businesses  both  in  our  society  and  in  the 
constellation  of  bank  priorities. 

The  result,  we  believe,  is  a  strengthening,  not  a  weakening,  of  the  relationship 
between  bankers  and  borrowers. 

II,        The  Emerging  Model  of  Small  Business  Banking 

Arn";^tn  Credit 

Access  to  credit  is,  of  course,  the  pivotal  concern  behind  these  hearings. 
Frankly,  it  is  the  perennial  challenge  for  a  financial  institution  committed  to  small 
business. 

First,  by  their  very  nature,  small  business,  unlike  their  more  established 
brethren,  do  not  always  walk  into  the  bank  with  detailed  financial  histories  and 
resources.  Second,  small  business,  like  their  larger  brethren,  have  good  times  and  bad. 

Given  that  banks  are  not  high  risk  lenders,  how  can  we  make  our  credit  actions 
match  our  rhetoric?  How  can  we  provide  access  to  credit,  yet  not  put  our  depositors' 
investments  at  risk,  when  the  applicant  does  not  fit,  for  whatever  reason,  a  banker's 
perfect  profile  of  credit  worthiness? 

My  answer,  unfortunately,  is  not  a  magic  key  to  credit  for  all  applicants.  But  it 
flows  from  those  five  principles,  and  reflects  the  emerging  re-orientation  of  the 
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banking  community  to  smaU  businesses:  Entrepreneurs  are  different  and  banks  must 
adapt  to  that  reality. 

For  too  long  we  have  viewed  small  businesses  as  miniature  big  businesses.  We 
are  learning  to  modify  the  ways  we  make  credit  decisions  to  reflect  the  advantages  in 
the  nonstandard  attributes  and  balance  sheet  the  entrepreneur  presents. 

Several  years  ^o  we  had  a  loan  customer  in  New  York  Sute  who  had  been 
rejected  by  two  community  banks  for  a  $60,000  loan  to  open  a  resuurant.  We  were 
able  to  secure  the  loan  by  looking  outside  the  traditional  criteria,  using  his  life 
insurance  policy  as  collateral.  Such  flexibility  and  ingenuity  is  becoming  more 
common  and  is,  as  I  will  explain,  driven  by  basic  changes  in  the  banking  industry. 

A  ccess  to  Skills  and  Broader  Banking  Services 

Entrepreneurs,  as  I  have  said,  need  more  than  loans.  At  Key  we  have  organized 

our  small  business  services  to  dehver  capital,  skills  and  banking  services.  We  have  seven 

strategies  targeted  to  small  business: 

•     First  -  Customized  Financial  Solutions  -  Everything  from  different  kinds 
of  checking  accounts,  financing  and  leasing  options,  investment  vehicles, 
retirement  services,  payroll  services,  business  checking  accounts  -  well  over 
100  different  products. 

Small  businesses  have  tuiique  and  challenging  financial  needs  and  they  are  not 
the  same  as  those  of  our  retail  or  larger  commercial  customers.  We  need  to  match 
what  we  sell  to  what  customers  need  and  want  -  not  fit  them  to  us. 

Just  last  week  we  opened  our  first  "KeyCenter"  -  a  branch  designed  and 
dedicated  to  small  business,  in  Columbus,  Ohio.  Staffed  by  specially  trained 
personnel,  it  has  a  mix  of  personal  computer-based  resources  to  help  entrepreneurs 
adopt  strong  management  practices. 


78 


The  "KeyAdvisor,"  for  example,  is  a  computer  kiosk  at  which  entrepreneurs 
can  calculate  cash  flow,4iquidity  and  debt  ratios  and  track  financial  history.  By  the 
way,  an  advisory  panel  of  Midwestern  small  business  owners  helped  us  design  the 
center's  services. 

•  Large  Corporation  Services  Tailored  to  Small  Business  -  We  now  offer 
smaller  firms,  for  example,  the  same  cash  management  services,  leasing 
arrangements  and  "EDI"  -  electronic  data  interchange  -  the  electronic 
vendor  payment  systems  which  large  corporations  use,  but  which  small 
firms  find  too  expensive; 

•  Information  Resources  -  Newsletters  and  self-study  brochures  (for  instance, 
ones  on  "Affordable  Marketing  Techniques,"  "Time  Management"  and 
"Employee  Motivation"); 

•  Mentoring  Programs,  in  which  KeyCorp  employees  -  from  our  banking 
experts  to  computer  system  pros  -  will  help  small  business  owners  uckle  a 
problem; 

•  Our  24  hour  Small  Business  Resource  Center,  which  gives  account 
information  and  referral  to  small  business  resources;  and 

•  Networking  Opportunities  -  So  that  small  business  owners  can  leam  from 
one  another  and  from  industry  experts. 

A  bank's  customers  are  an  impressive  resource  of  experts  on  almost  any  field 
imaginable.  The  irony  is  that  banks  have  had  these  resources  at  hand  for  decades  -  we 
have  just  not  thought  in  terms  of  using  both  our  internal  business  expertise  and  that  of 
our  customers  to  help  other  customers. 


•     Advocacy  -  KeyCorp  can  help  small  businesses  get  their  voices  heard  in 
support  -  or  in  opposition  to  -  government  proposals  or  regulations. 

A  firm's  success  in  its  communities  and  markets  often  depends  on  effectively 
delivering  its  message  to  legislators  and  other  decision-makers.  Banks  have  the 
resources  and  stature  to  help  do  that.  For  example,  a  year  ago,  KeyCorp  brought 
more  than  100  customers  to  Washington,  D.C.  for  a  two-day  conference  to  meet  with 
U.S.  Senators,  Cabinet  Secretaries,  and  Small  Business  Administration  officials. 


79 


We  also  sponsor-a  national  KeyCorp  Survey  of  Small  Business  Sentiment  survey 
twice  a  year  to  monitor  small  business  sentiment.  What  are  your  major  concerns? 
How  do  you  feel  about  the  direction  of  the  country? 

In  our  most  recent  survey,  for  example,  we  found  much  more  optimism  for  the 
future  than  we  had  previously.  Almost  two-thirds  of  small  business  owners  we 
surveyed  felt  their  revenues  will  increase  (thou^  those  in  business  fewer  than  20  years 
are  more  optimistic  than  those  in  business  longer.) 

•     Finally,  we  have  a  Small  Business  Certification  Program  -  We  train  our 
employees  to  be  experts  on  small  business  products  and  needs,  and  on  how 
to  serve  as  consultants  and  advisors. 

Note  that  these  are  services  banks  can  offer  small  business  which  have  nothing 
to  do  with  lending.  However,  they  expand  and  redefine  the  relationship  between 
banker  and  entrepreneur. 

Indeed,  key  to  my  argument  today  is  that  banks  and  small  business  are  in  the 
midst  of  a  mutual  redefinition  of  their  relationship.  Banks  are  expanding  their  sense  of 
business  customers  -  and  entrepreneurs  are  expanding  their  sense  of  what  a  bank  can 
do  for  them. 

Yet  these  are  natural  steps  for  a  bank  to  take  -  because  of  who  we  are,  the 
resources  we  bring  to  bear  and  where  our  industry  and  small  business  is  heading  in  the 
world  economy. 
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III.       The  Merging  Worlds  of  Small  Business  and  Banking 

/  would  argue  that  structural  changes  currently  transforming  the  American 
economy  arul  the  hanking  industry  itself  will  permanently  place  small  business  as  core  to 
banking's  future. 

The  Emerging  Dominance  of  Small  Business 

While  it  is  repeated  as  dogma  so  often  one  begins  to  doubt  truth  -  small 
business  has  become  a  fundamentally  dominant  force  in  the  American  economy  as  it 
never  has  been  before: 

•  Since  1970,  a  fundamental  shift  in  the  American  economy  has  shifted  the 
most  productive  parts  of  the  economy  to  smaller  and  small  enterprises; 

•  The  Global  economy  has  forced  U.S.  companies  to  produce  higher  value 
goods  with  fewer,  better  trained  workers  -  propelling  small  business  job 
growth; 

•  Over  the  past  25  years,  two-thirds  of  the  net  new  Jobs  in  the  private  sector 
originated  among  small  firms. 

The  results  for  the  U.S.  economy  as  a  whole  are  startling  - 

•  America's  21  million  small  businesses  employ  more  than  half  the  entire 
workforce  in  America; 

•  Small  business  created  80  percent  of  all  new  jobs  in  America; 

•  Small  business  accounts  for  more  than  54  percent  of  all  sales  and  53  percent 
of  all  employment; 

•  Small  businesses  generated  39  percent  of  our  gross  domestic  product. 

The  Conver^m^  Interests  of  Small  Business  and  Banking 

Over  much  the  same  period  as  small  business  has  been  growing  in  importance 
to  the  national  economy  -  the  last  30  years  -  banks  have  lost  much  of  their  dominance 
of  the  financial  marketplace.  Those  shifts  have  also  helped  bring  banks  and  small 
businesses  together. 
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•  Banks'  share  of  all  financial  assets  held  by  financial  instinitions  has  dropped 
almost  in  half,  from  40  per  cent  in  1973  to  25  per  cent  in  1993; 

•  Commercial  lendii^  at  large  U.S.  banks  -  historically  the  core  of  the  banking 
business  —  has  dropped  fi'om  65  per  cent  of  the  total  short  term  borrowing  of 
non-financial  companies  to  36  per  cent; 

•  Banks'  share  of  business  credit  shrank  from  45  per  cent  in  1980  to  about  30  per 
cent  by  the  third  quarter  of  1993.  This  is  while  total  business  credit  in  the 
U.S.  grew  from  $2  to  $3  triUion; 

•  In  1983,  the  U.S.  had  three  of  the  world's  largest  20  banks  in  assets;  today, 
no  American  bank  is  in  the  top  20.  fThe  closest  is  Citicorp,  at  29) 

Banks'  New  Competiton 

Banks  today  must  compete  with  nonbanks,  such  as  Sears,  American  Express 
and  General  Electric  We  must  do  so  in  mortage  servicing,  trust  services,  discotmt 
brokerage,  dau  processing,  securities  underwriting,  real  estate  appraisal  and  credit  life 
insurance. 

In  short,  a  number  of  historical  forces  have  heightened  the  importance  of  small 
business  to  commercial  banks.  Furthermore,  with  the  prospect  of  continuing 
defections  of  traditional  markets  to  nonbanks,  brokerages  and  mutual  funds,  The  only 
arena  in  which  banks  may  continue  to  have  a  clear  advanu^  [over  non-banks]  is  in 
lending  to  small  firms,"  writes  Mark  D.  Vaughn,  an  economist  with  the  Federal 
Reserve  Bank  of  St.  Louis  in  the  most  recent  The  Regional  Economist. 

IV.       The  Question  of  Regulatory  Impediments 

The  logic  of  the  transformation  of  the  financial  services  industry  draws  small 
business  and  commercial  banks  closer  together.  Key's  new  customer-centered 
approach  to  small  business  banking  is  one  vessel  through  which  this  new  relationship 
will  be  carried  forward.  But,  regrettably,  that  vessel  must  still  navigate  the  choppy  seas 
of  burdensome  and  often  unclear  paperwork  and  regulation. 
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From  the  bank's  side,  the  issue  today  is  not  specific  regulations  that  are 
burdensome.  The  effons  at  simpUfying  and  eliminating  rules  and  restrictions  at  a 
number  of  agencies  with  bankii^  industry  oversight  seem  to  be  paying  off. 

What  is  left,  ironically,  in  the  absence  of  too  much  detail,  is  often  too  little. 
We  often  must  operate  with  a  lack  of  clarity  about  what's  expected  and  an  uncertainty 
about  when  we  may  be  crossing  some  line  we  shouldn't. 

Our  customers,  however,  do  complain  about  too  much  regulation  and 
paperwork.  In  a  recent  KeyCorp  Small  Business  survey,  76  percent  of  the  small 
business  decision-makers  who  responded  said  they  were  "very  concerned"  about 
government  regulations.  Nearly  a  third  said  they  spend  more  than  20  percent  of  their 
time  filling  out  government  paperwork.  That's  one  full  day  out  of  the  work  week. 

Bob  Gillespie,  Key's  President  and  C.E.O.  often  cites  a  client  of  ours  from 
Idaho  who  listed  1 1  agencies,  both  federal  and  sute,  that  regulates  his  business.  When 
he's  not  complying  with  regulations,  Gillespie  quips,  "He  sells  irrigation  equipment  - 
in  his  spare  time." 

Our  suggestion  would  be  that,  in  the  same  way  as  governments  have  worked  to 
simplify  the  regulatory  mandates  facing  banks,  they  need  now  to  do  the  same  for  our 

customers. 

V.         Conclusion 

In  sum,  whether  banks  play  the  role  of  lender,  advocate  or  educator,  small 
business  have  evolved  into  important  and  invaluable  customers  -  and  we  are  beginning 
to  treat  them  that  way.  We  are,  by  design,  becoming  key  resources  ■•  plural  --  for  small 
business. 
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Through  the  decades  of  rising  competition  and  consoUdation,  commercial 
banks  have  always  known  that  their  secret  weapon  was  our  location:  we  are  rooted  in 
the  community.  We  are  in  yoiu-  neighborhoods.  That  closeness  gives  us  the 
knowledge  to  help  build  America's  small  businesses.  Historical  forces  have  given  us 
the  incentive. 
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APPENDIX 

I.  KeyCorp's  Blueprint  for  Small  Business  Services 

II.  Fourth  Survey  of  Small  Business  Sentiment 

in.  KeyCenter  Press  Release 

IV.   "How  a  Giant  Wooed  and  Won  the  Entrepreneur's 
Business"  The  Wall  Street  Journal  April  17, 1995 
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Key's  Blueprint  for  Small  Business  Services 


KeyCorp  has  earned  a  distinctive  reputation  among  this  vibrant  and  growing 
segment  of  our  economy.  Going  forward.  Key  strives  to  be  "America's  First 
Choice  for  Small  Business."  Key  plans  to  achieve  its  first  choice  position  by 
combining  superior  customer  knowledge,  business  solutions  and  convenient 
access  to  services. 

Superior  knowledge  means  understanding  each  customer's  industry,  market, 
"state  in  life."  and  small  business  strategy  better  than  any  other  competitor.  Key 
Small  Business  customers  are  served  by  Small  Business  Relationship  Managers 
who  are  trained  to  use  consultative  profiling  techniques  to  identify  and  satisfy  the 
unique  needs  of  each  customer.  As  their  relationships  grow,  customers  are 
recognized  and  rewarded.  Throu^  programs  like  local  Small  Business  Advisory 
Boards,  customers  are  asked  to  provide  regular  feedback  that  can  be  used  to 
improve  our  performance  —  to  their  satisfaction.  Key  also  listens  closely  to  small 
businesses  through  firequent  advocacy  and  networking  initiatives. 

Business  solutions  that  work  means  offering  competitive  products  tailored  to  meet 
the  needs  of  small  businesses.  It  means  providing  a  comprehensive  set  of 
products  that  satisfy  all  of  a  business's  financial  needs.  It  means  designing 
services  that  are  simple  to  understand  and  use.  It  means  marketing  these 
products  as  flexible  offerings  from  which  customers  can  choose  those  which  best 
meet  their  individual  needs,  and  it  means  continuaUy  innovating  to  find  new 
solutions  as  the  needs  of  the  small  business  coiomunity  evolve.  Key's  Small 
Business  Services  provides  a  variety  of  products  customized  to  meet  the  needs  of 
small  business  owners.  fit>m  401  (k)  plans  to  cash  management  services  and  check 
access  lines  of  credit. 

Finally,  convenient  access  to  services  involves  providing  a  single  point  of  contact 
for  all  relationship  needs  using  a  variety  of  delivery  channels.  Sales  and  service 
at  the  local  level  are  delivered  through  outlet-based  Small  Business  Relationship 
Managers  who  are  rewarded  for  building  full-service  relationships.  Customers 
are  also  able  to  use  their  telephones  to  access  the  24-hour,  personalized  service 
and  information  offered  by  KeyCorp's  Small  Business  Resource  Center.  ATMs  and 
personal  computers  will  further  extend  our  options  for  convenience  banking. 
Rigorous,  customer-defined  quality  service  standards  help  ensure  customer 
satisfaction. 

Success  is  measured  by  deposit  retention  and  growth,  a  higher  cross-sell  ratio  and 
increased  loan  outstandings  and  market  Currently,  KeyCorp  is  the  second  largest 
small  business  lender  in  the  country. 
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KeyCorp's  Fourth  Survey  of  Small  Business  Sentiment 
"Key  Findings  &  Methodology 

OVERVIEW 


KeyCorp's  Small  Business  Services  sponsors  this  bi-annual  survey  to  stay  in  touch  with 
the  concerns  of  small  business  owners  throughout  the  nation.  The  results  from  fourth 
"Survey  of  Small  Business  Sentiment."  which  are  summarized  below,  were  released  on 
November  7.1995. 

KeyCorp  understands  the  challenges  of  running  a  small  business  and  has  developed 
products  and  services  to  help.  "We  at  KeyCorp  believe  that  relationships  don't  begin  or 
end  with  a  loan  or  checking  account;  far  more  important  is  the  ongoing  dialogue  that 
continues  long  after  the  loan  application,"  said  Sandra  Maltby.  senior  vice  president  and 
mtinager  of  Small  Business  Services  at  KeyCorp. 


METHODOLOGY 


The  fourth  wave  of  the  KeyCorp  Survey  of  Small  Business  Sentiment  was  conducted  by 
The  Wirthlin  Group  in  late  September.  1995.  This  survey  is  based  on  a  representative 
cross  section  national  sample  of  owners/managers  of  companies  with  annual  sales 
between  SI  miUion  and  $3  million.  The  sample  represents  industries  in  approximate 
proportion  to  their  representation  in  the  business  population  as  a  whole.  A  total  of  430 
business  heads  were  interviewed.  Minority-owned  businesses  were  oversampled  in 
order  to  provide  a  subsample  of  100  minority-owned  business  respondents  for  separate 
analysis.  Interviewing  was  conducted  between  September  11  and  October  2. 1995. 
Sample  error  for  the  total  sample  is  ±5  percent  at  a  95  percent  confidence  interval, 
which  means  that  in  95  out  of  100  cases  a  survey  of  this  size  will  produce  responses 
within  ±5  percent  of  the  result  that  would  have  been  obtained  had  the  entire  universe  of 
businesses  of  this  size  and  industry  composition  been  interviewed. 
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SMALL  BUSINESS  OWNERS  PREDICT  REVENUE  GROWTH 

Small  business  owners  see  an  increase  in  their  revenues  in  the  coming  year.   This  is 
consistent  with  the  favorable  economic  forecast  they  predict  for  the  country  as  a  whole, 
within  the  next  12  months.  Growth  will  occur  while  businesses  stay  lean.   The  majority 
of  small  business  owners  anticipate  maintaining  their  current  level  of  staffing  in  the 
same  time  period. 

Almost  two-thirds  (61  percent)  of  small  business  owners  feel  that  their  revenue  will 
increase  in  the  coming  year,  wliile  about  one-third  (31  percent)  say  it  will  remain  the 
same. 

•  There  is  more  optimism  regarding  changes  in  company  revenue  in  the  next  12 
months  from  smidl  business  owners  who  have  been  in  business  20  years  or  less  than 
those  who  have  been  in  business  longer.  About  seven  in  ten  (67  percent)  of  the 
former  see  company  revenues  increasing  in  the  coming  year,  compared  to  half  of 
those  in  business  over  20  years  (52  percent). 

•  Start-up  businesses  (those  in  business  five  years  or  less)  predict  the  most  significant 
revenue  increase  —this  group  anticipates  an  average  growth  of  over  50  percent  In 
their  revenues.  Those  is  business  longer  are  more  conservative  —  those  in  business 
between  six  and  20  years  see  an  average  revenue  increase  of  26  percent,  while  those 
in  business  over  20  years  foresee  an  increase  of  13  percent. 

Six  in  ten  (59  percent)  small  business  owners  predict  the  economic  outlook  for  the 
country  will  become  more  favorable  within  the  next  12  months,  or  remain  the  same  (13 
percent).  One  quarter  (25  percent)  see  the  economic  environment  becoming  less 
favorable. 

•  Small  business  owners  in  manufacturing  and  service  industries  are  more  optimistic 
about  the  economic  outlook  of  the  country  in  the  coming  year  than  their  peers  in 
other  industries.  Seven  in  ten  (70  percent)  see  the  economic  environment  becoming 
more  favorable  in  the  next  12  months,  compared  to  only  slightly  over  half  of  those  in 
the  wholesale/retail  trade  industry  who  feel  similiirly  (54  percent). 

The  average  number  of  employees  in  these  small  businesses  is  19.  While  employee 
cutbacks  are  not  foreseen  in  the  future,  small  business  owners  believe  the  pool  of 
qualified  labor  is  shrinking.  The  majority  (58  percent),  therefore,  say  they  will  retain 
their  current  level  of  employees  in  the  coming  year.  In  comparison,  only  38  percent  say 
they  will  increase  their  staff.  However,  those  who  say  they  wdll  increase  their  staffing 
will  do  so  in  a  big  way  ~  they  anticipate  increasing  their  staff  by  an  average  of  23 
employees. 

•  A  majority  (60  percent)  of  small  business  owners  in  business  five  years  or  less  expect 
to  expand  their  employee  base  in  the  future,  while  most  of  those  in  business  longer 
expect  their  level  of  employees  to  remain  the  same  in  the  coming  year  (68  percent  of 
those  in  business  over  20  years  and  54  percent  of  those  in  business  between  six  and 
20  years). 
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SMALL  BUSINESS  OWNERS  EXPECT  ECONOMIC  GROWTH 

/n  the  coming  year,  the  majority  of  small  business  owners  project  either  an  improvement 
in  their  opportunities  for  economic  growth,  or  at  the  very  least,  having  the  same 
opportunities  they  had  this  year.  Many  feel  positive  about  their  regional  economy,  which 
is  good  news,  since  they  see  this  as  a  primary  factor  in  creating  a  favorable  environment 
for  their  business. 

Over  eight  in  ten  (82  percent)  small  business  owners  expect  economic  growth 
opportunities  for  smaJl  business  to  increase  or  at  least  remain  steady  within  the  coming 
year. 

•  Minority  small  business  owners  are  slightly  less  optimistic  ~  only  seven  in  ten  (71 
percent)  feel  similarly,  and  over  one  quarter  (27  percent)  feel  opportunities  will  get 
worse. 

The  majority  (72  percent)  of  small  business  owners  feel  that  compared  to  other  regions 
of  the  country,  their  region  is  either  better  off  or  the  same  as  others. 

•  Over  half  of  Northeastern  small  business  owners  (53  percent)  feel  that  their  region  of 
the  country  fares  worse  than  others.  This  is  in  marked  contrast  to  other  regions 
where  the  majority  of  respondents  say  that  their  region  either  fares  better  or  as  well 
as  others  (South  90  percent.  Midwest  90  jjercent.  West  68  percent). 

Having  a  strong  regional  economy  is  a  primary  factor  for  creating  a  favorable  small 
business  environment,  say  79  percent  of  small  business  owners  (who  rate  this  4  or  5  on  a 
5  point  scale).  Other  important  factors  are  access  to  capital  (71  percent)  and  access  to  a 
qualified  labor  pool  (65  percent). 

•  Having  a  strong  regional  economy  is  seen  as  more  important  to  small  business 
owners  in  service  industries  and  the  wholesale/retail  trades  than  those  in 
manufacturing  (80  percent  vs.  63  percent).  As  would  be  expected,  small  business 
owners  in  service  industries  also  view  having  access  to  a  qualified  labor  pool  as  one 
of  the  key  attributes  for  a  successful  small  business,  more  so  than  their  colleagues  in 
other  industries  (79  percent  vs.  61  percent  in  wholesale/retail  and  55  percent  in 
manufacturing). 

•  Women  small  business  owners  are  more  likely  to  feel  that  access  to  capital  is  key  to 
contributing  to  a  favorable  small  business  environment  (83  percent  vs.  69  percent  of 
male  small  business  owners). 

•  Operating  in  a  strong  regional  economic  environment  is  of  paramount  importance  to 
small  businesses,  according  to  Midwesterners,  who  feel  this  is  by  far  the  most 
imporlanl  factor  (90  percent  rate  this  4  or  5  on  a  5  point  scale).  Seven  in  ten  small 
business  owners  in  other  regions  feel  similarly. 
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OPTIMISM  INCREASES  AMONG  SMALL  BUSINESS  OWNERS 

As  the  economy  and  the  business  environment  has  changed  over  the  past  18  months,  the 
outlook  of  small  business  owners  has  become  more  favorable.   Compared  to  Spring  1994. 
many  small  business  owners  currently  express  more  confidence  and  optimism  about 
running  their  business,  the  prosperity  of  their  region,  and  about  the  economic 
environment  in  general 

•  Compared  to  one  year  ago,  small  business  owners  currently  feel  that  the  region  of  the 
country  where  their  small  business  is  located  is  slightly  better  off  than  other  regions 
in  the  country  (47  percent  say  this  today,  compared  to  the  40  percent  who  did  so  one 
year  ago). 

•  Compared  to  Spring  1994,  small  business  owners  today  are  much  more  optimistic 
regarding  their  predictions  for  economic  growth  opportunities  for  small  businesses  in 
the  future.  In  fact,  since  last  year,  this  optimism  has  been  steadily  increasing.  This 
fall,  four  in  ten  (41  percent)  say  they  think  opportunities  for  expansion  will  get  better 
in  the  next  year,  whereas  in  Spring  1994,  only  one  fourth  (26  percent)  felt  similarly. 
Correspondingly,  today,  less  than  half  as  many  small  business  owners  say  growth 
opportunities  wrtll  get  worse  in  the  future  compared  to  a  year  and  a  half  ago  (16 
percent  vs.  38  percent). 

•  Running  a  small  business  seems  to  have  gotten  easier  over  the  past  year  and  a  half. 
Today,  twice  as  many  small  business  owners  say  it  has  gotten  less  difficult  to  run 
their  business  over  the  past  year,  compared  to  Spring  1994  (10  percent  vs.  5  percent). 
In  fact,  18  months  ago,  more  small  business  owners  felt  that  running  their  business 
had  gotten  more  diCBcult  over  the  past  year  (62  percent  vs.  52  percent  who  feel  so 
today). 
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ADDITIONAL  HIGHUGHTS 

Industry: 

•  More  small  business  owners  in  manufacturing  foresee  growth  opportunities  for  small 
businesses  getting  better  in  the  coming  year  than  do  those  in  other  industries  (57% 
vs.  45%  service  and  40%  wholesale/retail  trade).  In  fact,  over  one  fifth  (21%)  of  those 
in  wholesale/retail  trade  see  opportunities  getting  worse  (compared  to  6%  in 
manufacturing  and  15%  in  service). 

•  More  small  business  owners  in  wholesale/retail  trade  feel  that  finding  skilled, 
qualified  employees  has  gotten  harder  (67%)  than  their  colleagues  in  other  industries 
(53%  in  service  and  49%  in  manufacturing). 

•  Small  business  owners  in  the  service  industry  are  more  likely  than  those  in  other 
industries  to  favor  the  existing  tax  structure  than  the  proposed  flat  tax  (20%  vs.  12% 
wholesale/retail  trade  and  6%  manufacturing). 

Years  in  Business: 

•  Interestingly,  compared  to  those  in  business  for  a  number  of  years,  small  business 
owners  in  buisiness  less  than  five  years  feel  that  nmning  their  business  this  past  year 
has  become  less  difficult  than  previously  (21%  vs.  11%  of  those  in  business  between 
six  and  20  years  and  6%  of  those  in  business  more  than  20  years). 

•  Small  business  owners  in  business  for  less  than  20  years  feel  more  optimistic  than 
those  in  business  over  20  years  that  opportimities  for  economic  growth  will  get  better 
in  the  coming  year  (47%  vs.  33%). 
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KeyCorp 
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Contact:  Susan  Poling  Bill  Murschel 
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614/460-3449  216^689-0457 


KFVrnRP  TOnAY  rONTfMIPS  TRANSFORMATION  OF  ITS  U.S.  OFFICR  NETWORK  BY 

I  AIINrHTNK  KFYCFNTFR  OFDirATRn  TO  SMAI 1  RIISINFSS 

IN  rOIIJMRlJS.  OHIO 


'Generic*  branches  to  give  way  to  four  types  of  KeyCenters 
designed  around  target  customer  groups 

Small  business  center  will  provide  customized  resources, 
specialized  associates,  high  tech  workstations 


COLUMBUS.  OHIO.  March  13. 1996  ~  Declaring  that  the  generic  U.S.  bank  branch  is 
overdue  for  major  change.  KeyCorp  (NYSEiKEY)  today  unveiled  its  first  financial-services 
specicilty  center  here.  The  KeyCenter  —  which  will  feature  services,  associates,  and 
technology  designed  for  small  business  owners  ~  is  one  of  four  types  of  resource  centers 
the  nationwide  company  will  launch  over  the  next  two  years  customized  around  target 
customer  segments,  their  lifestyles  and  particular  financial  needs. 

"Key  and  Society  banks  won't  be  'one-size-fits-all'  any  longer."  said  Robert  G.  Jones, 
KeyCorp  executive  vice  president  for  community  banking.  "We  are  changing  with  our 
customers,  and  that  means  redesigning  our  facilities  and  delivery  methods  aroimd  their 
lifestyles  and  evolving  financial  needs.  We're  erasing  the  term  'branch'  fi-om  our 
company  vocabulary  —  both  Uterally  and  in  the  way  we  do  business." 

Located  at  1990  E.  Dublin -Granville  Road  on  the  north  side  of  Columbus,  the 
KeyCenter  looks  and  functions  more  like  a  learning  center  than  a  1970s-style  bank 
branch.  Teller  stations,  a  vault,  and  window  signage  annoimcing  the  latest  free  gift  for  a 
personal  checking  account  do  not  dominate  the  faciUty. 

Rather,  the  4,700-square-foot  facility  features  a  mix  of  PC-based  resoiu-ces  for 
entrepreneurs,  associates  specialized  in  all  aspects  of  operating  a  successful  small 
business,  video  screens,  self-directed  kiosks  with  popular  PC  software  and  informational 
material,  and  complete  24-hour  telebanking  services. 
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The  facility  will  also  offer  Key's  latest  services  and  technologies  for  personal  banking 
needs  of  the  customers  who  currently  use  the  facility. 

KeyCorp,  a  S66  billion  financial  services  company  based  in  Geveland.  last  year 
selected  three  cities  to  launch  prototypes  for  redesigned  Qnancial>services  centers: 
Syracuse.  New  York;  Seattle,  Washington;  and  Colimibus.  Besides  the  smaU-business 
customer  segment,  other  KeyCenters  are  being  designed  for  three  other  target  groups: 
Mature,  emerging  afQuent.  and  the  mass  market 

Other  KeyCenter  prototypes  are  being  launched  in  Syracuse  and  Seattle  over  the  next 
three  months.    After  several  months  of  monitoring  customer  reaction  and  results.  Key 
will  begin  rolling  out  more  of  the  specialized  KeyCenters  across  its  13-state  network  in 
the  fourth  quarter  of  1996.  Jones  said.  With  a  network  that  spans  four  regions  from 
Maine  to  Alaska,  Key  operates  the  largest  geographic  system  of  any  U.S.  bank  holding 
company. 

Jones  said  that  not  all  of  the  26  Key  banks  in  the  Columbus  area  —  or  nationwide  — 
will  undergo  such  extensive  changes.  'All  of  Key's  community  banking  activities, 
however,  will  be  impacted  to  varying  degrees  by  the  changes  the  company  is  making  in 
its  approach  to  business,"  Jones  added.  He  cited  Key's  launch  of  new  financial-planning 
products,  24-hour  services  by  phone  and  PC.  and  development  of  specialized  associates 
as  examples  of  changes  the  company  is  making  under  its  'First  Choice  2000'  blueprint  for 
the  next  four  years. 

"This  transformation  has  as  much  to  do  with  providing  the  people  with  the  best 
expertise  at  our  KeyCenters  as  it  does  with  physical  facUity  changes,"  Jones  said. 

A  team  of  about  20  Key  managers  from  offices  around  the  country  worked  nonstop  in 
Geveland  for  eight  months  last  year  to  develop  plans  for  the  four  prototype  centers  based 
on  customer  feedback,  demographic  and  sales  data,  lifestyle  needs,  and  their  collective 
experience  in  some  of  the  top-performing  Key  ofGces  in  the  U.S. 


Why  Columbus? 

"The  size,  consumer  demographics,  and  market  growth  rate  of  Columbus  prompted 
Key  to  select  it  as  one  of  the  three  pilot  cities."  said  Tim  Dixon,  Columbus  District 
president  for  Society  Bank.  "Society  Bank  also  ranks  Qrst  among  Ohio  banks  in  small- 
business  lending,  and  our  state  ranks  among  the  top  10  nationally  in  terms  of  the  density 
of  small  businesses.  Society's  Colimibus  District  has  enjoyed  twenty  years  of  growth  and 
strong  performance,  as  well."    (In  Ohio,  Key  banks  presently  operate  under  the  Society 
Bank  name,  but  will  change  to  KeyBank  about  midyear.) 
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On  a  national  basis.  KeyCorp  ranked  among  the  top  three  U^.  small-business  lenders 
in  analyses  published  by  The  Wall  Strftp.t  .loumal  and  American  Banker  for  1994  and 
1995. 

"Driving  the  changes  at  KeyCenters  in  Columbus  and  around  the  coimtry."  said 
Dixon,  "will  be  customer  lifestyles,  demographics  and  preferences  in  each  market, 
overlaid  with  our  overall  focus  on  four  primary  customer  groups  for  our  retail  business. 
Replacing  generic  ofBces  with  custom  KeyCenters.  specializing  our  associates,  and 
offering  24-hour  technology  options  are  core  implementation  steps  of  Key's  larger  First 
Choice  strategic  plan  that  moves  us  away  from  trying  to  be  'everything  to  everybody."* 

Dixon  added  that  Key  and  Society  Bank  remain  committed  to  their  excellent  track 
records  of  community  reinvestment  and  as  equal  opportunity  lenders. 

KeyCorp,  headquartered  in  Qeveland,  Ohio,  is  one  of  the  nation's  largest  bank 
holding  companies,  with  S66.3  billion  in  assets  at  December  31. 1995.  KeyCorp  provides 
consimier  banking  and  finance,  investment  management  and  trust,  corporate  and 
investment  banking,  securities  brokerage,  private  banking  and  customized  financial 
services  to  individuals,  businesses  and  other  institutions  through  more  than  1.400  ofQces 
in  26  states. 


24-704  0-96-4 
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TRUTH  IN  SMALL-BUSINESS  LENDING 


Hott?  a  Giant  Wooed  and  Won  The  EntrepTeneuTs  Business 


By  Sthhawe  N.  Mehta 

Staff  Rtporxer  of  TBE  Wall  SlBXET  JOORIUL 

Restaurateur  AJ  PoUock  was  stepticaJ 
wben  a  colleague  suggested  that  he  seek  a 
small-business  loan  from  a  New  Yori:  unit  of 
KeyCorp,  the  giant  Qeveland  banking  com- 
pany. 

Two  small  community  banks  had  re- 
jected his  S60,000  loan  application  to  buy  an 
East  Greenbush,  N.Y..  eatery.  He  figured  a 
big  bank  would  be  less  likely  to  make  the 
loan.  "I  thought  I  was  gomg  to  run  into  an- 
other dead  end,"  Mr.  PoUock  says. 

Instead,  be  hit  pay  dirt  A  Key  Bank  of 
New  York  executive  secured  the  loan  by  us- 
ing Mr.  Pollock's  Ufeinsurance  policy  as 
collateral.  Key  Bank  officials  "were  the 
only  ones  who  really  talked  to  me  and  tried 
to  make  the  loan  go  through,"  adds  Mr.  Pol- 
locL  He  used  the  money  to  buy  Teagan's 
T&T  Steak  and  Seafood  restaurant  last  fall. 

Such  tenacity  tias  helped  make  KeyCorp 
one  of  the  nation's  leading  small-business 
lenders.  An  analysis  of  federal  banking  re- 
ports shows  that  as  of  June  1994,  KeyCorp's 
13  commercial  banking  units  had  J5.8  billion 
in  small  loans,  defined  as  loans  up  to  SI  mil- 
hon.  That  represents  nearly  43%  of  the 
bank's  domestic  commercial,  industrial  and 
nonresidentiaJ  real  estate-backed  lending. 
KeyCorp,  which  now  has  14  banking  units, 
ranks  third  among  large  domestic  banking 
companies  m  small-loan  activity,  in  both  to- 
tal volume  and  in  small  loans  as  a  percent- 
age of  domestic  busmess  lending,  according 
to  the  analysis. 

KeyCorp's  success  contrasts  sharply 
with  the  relatively  poor  track  records  of  nu- 
merous nvals  that  promote  themselves  as 
tnends  of  entrepreneurs.  Its  small-loan  vol- 
ume exceeds  the  combmed  small-loan  port- 
folios of  Citicorp.  Chemical  waniring  Corp. 
and  Chase  Manhattan  Corp.,  whose  cdo>- 
bined  domestic  assets  are  more  than  four 
times  greater  than  KeyCorp's. 

KeyCorp,  with  about  $61  bilhon  in  do- 
mestic assets  as  of  last  June,  manages  to 
make  many  small  loans-and  make  money 
on  them -through  a  combinaQon  of  corpo- 
rate strategy  and  comadence.  says  Sandra 
Maltby,  its  semor  vice  president  for  small- 
busmess  services. 

Many  of  KeyCorp's  branch  banking  of- 
fices, located  m  14  states,  operate  out  of  for- 
mer commumty  banks  m  small  towns.  In 
acquiring  those  banks.  KeyCorp  inherited 
many  of  their  loans  and  relationships  with 
local  businesses,  Ms.  Maltby  says.  The  big 


haniring  company  also  has  worked  to  retain 
and  woo  small-business  chents  while  reduc- 
ing the  cost  of  making  small  kians,  analysts 
and  competitors  say. 

KeyCorp  bandies  small-business  lending 
through  its  retail  drviskm,  wbidi  usually 
serves  personal  banking  needs,  rather  than 
through  its  ccmmerciaHeDding  depait- 
mmt  This  fairty  novel  approach,  used  in- 
creasingly by  big  community  and  regional 
banks,  can  reduce  the  cost  of  otgtnating. 
underwriting  and  servicing  a  small  loan  by 
half  according  U>  a  recent  study  by  the  Ad- 
visory Boaid  Co.,  a  Washington  wmqiitinp 
group. 

At  branches  around  Albany.  N.Y..  for  ex- 
anqile.  KeyCop  deploys  a  team  of  traveling 
small-bushiess  bankers  with  authority  to 
^jprove  loans  from  C5,000  to  C50.000  on  the 
spot  A  small  company  whose  paperwork  is 
in  order  can  get  its  money  in  three  to  four 
days,  says  Gerald  N.  Scalzetto.  a  vice  presi- 
dent for  Key  Bank  of  New  Yart  The  typical 
U.S.  bank  takes  seven  to  10  days  to  process 
a  small -business  loan,  the  Advisory  Board 
study  says.  Interest  rates  are  usually  some- 
what tiigtipT  on  small-business  loans  than 
on  other  business  loans. 

KeyCorp's  approach  to  small-business 
lending  also  puts  entrepreneurial  customers 
at  ease.  Owners  of  small  tnisinesses  "have 
told  us  that  they  are  much  more  comfort- 
able dealing  with  their  branch  manager 
than  dealing  with  a  downtown  tender."  Ms. 
Maltby  says. 

KeyCorp  is  trying  to  reduce  even  more 
the  time  and  cost  of  processing  small  loans. 
It  recently  opened  four  small-loan  process- 
ing centers  serving  10  states.  It  has  also  de- 
veloped a  program  where  business  cus- 
tomers seeking  standard  k>ans  fill  out  a 
streamlined  application  and  get  accepted  or 
rejected  that  same  day. 

Of  course.  KeyCorp  doesn't  want  to  lend 
money  only  to  small  companies.  It  tries  to 
turn  borrowers  mto  depositors  and  credit- 
card  customers  by  billmg  itself  as  a  "busi- 
ness partner"  and  offering  brochures  on 
business  topics.  In  February,  the  company 
sponsored  a  smalHHisiness  conference  in 
Washington  ttiat  featured  speeches  by  law- 
makers and  lunches  with  top  executives. 

Few  banking  companies  of  KeyCorp's 
size  pursue  the  small-toan  market  as  ag- 
gressively. Norwest  Corp..  a  Mjnneapolis 
banking  company  with  more  than  S50 
biUion  in  domestic  assets,  reported  small 
loans  totaling  $4.23  bOliOD  as  of  last  June. 


That  represented  more  than  half  its  com- 
mercial loan  portfoUo.  In  June,  almost  40% 
of  commercial  loans  booked  by  Banc  One 
Caip„  an  SS5  billion  banking  company 
based  in  Columbus.  Ohio,  were  for  less 
than  SI  minion. 

Still.  KeyCorp  anticipates  fiercer  compe- 
titicRi  for  smaU-business  borrowers  among 
the  nation's  largest  banks.  "The  small-busi- 
ness market  is  in  vogue  right  now,"  Ms. 
Maltby  says.  Banks  that  had  long  ignored 
the  small-kian  market  are  trying  to  enter  it. 
she  says. 

Jay  Tejera,  a  banking  analyst  with 
Dam  Boswnlh  in  Seattle,  says  KeyCorp 
shouldn't  worry  much.  With  operations  in 
such  less-populated  states  as  Alaska.  Maine 
and  Utah,  "Key's  competition  is  the  local 
super-community  bank,  not  the  larger  play- 
ers that  bring  the  same  level  of  sophistica- 
tion." he  says. 

Meanwhile,  many  small  businesses 
prefer  to  deal  with  a  lender  of  KeyCorp's 
reach.  Frank  HoSman.  president  of  FX. 
HoHman  Corp.  in  Rensselaer.  N.Y.,  says 
community  banks  aren't  always  savvy 
enough  for  his  fast-growing  construction- 
management  firm.  He  says  he  recently 
sought  help  from  KeyCorp's  commercial 
side  in  arranging  the  complex  finanrmp  of 
a  new  health-care  fadhty. 

Mr.  Hoffman  has  a  few  complaints, 
though,  about  KeyCorp.  He  would  like  to  see 
it  lend  to  more  start-ups.  Dennis  S.  Buchan. 
a  senior  vice  president  with  the  New  York 
unit,  says  the  complaint  is  common.  Banks 
traditionally  have  avoided  lendmg  to  start- 
ups because  they  lack  a  track  record. 

Some  observers  womed  that  KeyCorp 
might  outgrow  its  small-busmess  focus 
when  it  merged  with  Society  Corp.  in  1993. 
But  entrepreneurs  say  the  combined  bank- 
ing company  has  retained  its  homey  feeL  A 
small-txisiness  owner  and  customer  Is 
even  a  director.  Peter  G.  Ten  Eyck  of 
Indian  Ladder  Farms,  an  Altaraont,  N.T.. 
farm  and  retail  market,  joined  the  Key- 
Corp board  before  the  merger. 

And  when  KeyCorp's  New  York  unit  coih 
sidered  dosmg  a  Rensselaer  branch  earlier 
this  year,  it  held  a  town  meeting  to  gauge 
k>cal  reactim.  More  than  40  people  attended 
to  protest  the  move.  The  branch  stayed  open. 

"It  surprised  me."  says  Richard  C 
Carpinello.  a  local  small-busuiess  ownei. 
Given  KeyCorp's  size,  "to  actually  bold  a 
forum  and  listen  to  people,  that  was  as- 
tounding." 
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Madame  Chair  and  Members  of  the  Conanittae.  The  Indgtendcot  Banken  Asiociation  of 
America  (IBAA)  appreciates  this  opportunity  to  present  our  views  on  the  subject  of  The  Role 
of  Banks  in  SnoaD  Business  Finandng.".  My  name  is  Frank  Sudlentrop.  I  am  tbe  chairman  of  the 
Community  Bankers  Association  of  Kansas,  and  Presdent  of  the  State  Bank  of  Colwicb,  Kansas. 

IBAA  is  the  only  trade  association  that  exchisiveiy  represents  the  interests  of  about  S,SOO 
independent  community  banks  nationwide.  Our  Community  Bankers  Association  of  Kansas 
similarly  represents  430  such  banks  statenonde,  inchidiitg  14  in  the  Third  Congressional  District 
We  have  talked  with  several  Third  Distria  banks  and  their  views  reincorporated  into  this 
statement 

RECOGNITION  OF  OUTSTANDING  COMMITTEE  LEADERSHIP 

At  the  outset,  our  associations  wish  to  commend  and  thank  the  Chair  fiar  her  outstanding 
work  in  behalf  of  small  business. 

We  remember  when  Ms.  Meyers  was  Ranking  Minority  Member,  she  conducted  monthly 
break£tsts  for  small  business  associations,  providing  periodic  contact  with  the  Committee's 
agenda  and  its  Memben.  This  is  a  splendid  example  of  how  democracy  ougjit  to  woric. 

After  Ms.  Meyers  became  chair  of  the  Committee  (the  first  woman  chair  of  a 
Congressional  Smalt  Business  Committee),  the  breakfiists  continued,  but  a  very  energetic  schedule 
of  hearings  and  executive  sessions  was  added.  We  understand  that  59  public  committee  and 
subcommittee  hearings  were  held  in  Washington.  D.C.  and  in  the  field  during  199S,  more  than 
one  per  week. 

As  a  result,  this  Committee  developed  and  guided  to  enactment  legislation  preserving  and 
enhancing  S£.A.'s  loan  programs  that  are  so  in^)ortant  to  smaU  businesses..  Because  of  the  real 
respect  for  the  Small  Business  Committees,  the  major  SBA  financing  programs  were  completely 
Winded  eariy  this  year.  We  also  appreciate  the  Chair's  support  and  testimony  before  the  House 
Agriculture  Committee  for  £unily  estate  tax  relief  for  &rms  and  small  businesses,  which  IBAA 
believes  is  critical  to  preserving  small  communities  a  diversified  and  decentralized  American 
economy. 

PRIMARY  ROLE  OF  COMMUNITY  BANKS  IN  FINANCING 
SMALL  BUSINESS 

As  noted  in  this  Committee's  February  28  introductory  hearing  on  this  subject,  small 
firms  are  not  identical,  and  many  are,  indeed,  unique.  There  are  mdividual  proprietorships, 
partnerships,  joint  ventures,  S-Coiporations,  and  C-Corporations.  There  arc  start-up  enterprises, 
on-going  "life  style"  businesses  and  rapid-growth  firms,  both  conventional  and  "hi-tech." 

Sonw  owners  have  worked  in  their  industries  fisr  decades  and  others  are  starting  fi'esh, 
without  much  business  eq>erience  or  credit  history.  These  varieties  add  up  to  a  grand  total  of  22 
million  businesses  in  the  U.S.A.,  about  12  million  of  wluch  are  fiill  time. 
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Thi>  diversity  is  one  of  the  great  strengths  of  the  American  free  enterprise  system. 
Enteqmses  can  adapt  their  form,  structure  and  operatioDS  to  the  markets  they  have  chosen  and 
the  sUftiilg  challenges  of  product  development,  market  development,  competitioo  and  overall 
economic  conditions,  Further,  small  firms  can  grow  through  several  stages  of  development  in  a 
short  time,  as  we  are  seeing  right  now  in  companies  involved  with  the  Internet 

The  National  Small  Business  United  witness  on  Fdiruaiy  28 ,  surveyed  this  diversity  and 
observed  that  there  is  no  single  "slver  bullet"  that  will  slay  the  financing  problems  of  all  segments 
of  the  small  business  community.  IBAA  concurs,  and  bdieves  these  circumstances  call  for 
financial  sendee  providers  and  their  assodationi,  l^Blators  and  regulators  to  work  together 
toward  improving  multiple  avenues  of  access  to  capital. 

As  of  February  1996,  3,460  companies  were  listed  on  the  New  York  and  American  Stock 
Exchanges,  and  another  5,000  registered  on  NASDAQ.  Perhaps  20,000  more  firms  are  listed  in 
the  National  Market  System  *Tink  Sheets"  as  having  stock  that  trades  occasionally.  Althou^  the 
S.E.C.  has  Uberalized  small  securities  ofiering  rules  over  the  past  IS  years,  only  a  tiny  fraction  of 
die  American  business  community — just  over  1/10  of  1  percent—  has  access  to  any  kind  of 
public  securities  mai^c^s.  This  is  understandable  in  the  light  of  requirements  of  Wall  Street  -it 
takes  somewhere  in  the  neighborhood  of  SI  million  in  profits  to  support  a  national  stock  offering 
and  about  a  half  million  dollars  to  support  a  regional  offering. 

So,  that  leaves  banks  generally,  and  community  banks  b  particular,  as  the  most  important 
supplier  of  capital  for  the  overwhelmbg  number  of  small  businesses.  One  indication  of  this  role 
was  a  1993  NFIB  survey,  which  found  that  37  percent  of  responding  small  firms  obtained 
financing  fivm  banks,  compared  to  1 1  percent  from  finance  companies,  8  percent  from  frniily  aitd 
friends,  7.5  percent  fit>m  leasing  companies,  and  6.2  percent  in  trade  credit  from  other  firms 
(Testimony  of  Wdliam  J.  Dennis,  Jr.,  February  28,  1996  page  1).  The  1993  Federal  Reserve 
Study,  that  is  discussed  later  m  this  statement,  comes  to  a  similar  conclusion. 

Although  community  banks  occupy  a  niche  in  the  small  business  financing  universe,  it  is 
demonstrably  the  most  important  niche.  But,  banks  are  also  subject  to  limitations.  We  are  closely 
supervised  by  Federal  and  State  agencies  to  assure  that  we  maintain  safe  and  sound  institutions. 
We  must  constantly  justify  the  insurance  of  depositors'  Rinds  by  the  Federal  Deposit  Insurance 
Corporation  (FDIC).  Banks  are  therefi3re  subject  to  justifiable  criticism  by  bank  examiners  if 
they  make  loans  that  really  amount  to  equity  capital,  or  that  are  not  backed  by  collateral  or  other 
&ctora  that  "reasonably  assure  repayment."  Regulatory  scrutiny  has  been  intense  in  the  wake  of 
the  &ihires  during  the  19808  in  both  the  Savings  and  Loan  industry  and  the  Farm  Credit  System. 

The  bulk  of  bank  resources  are  short-term  or  demand  deposits  It  is  therefore  imprudent 
for  community  banks  to  make  5  or  7  year  business  loans  at  fixed  rates  and  fiw*  the  risk  that 
market  and  interest  rate  conditions  can  shift  against  them  during  his  period.  Fortunately,  certain 
government  programs  have  made  long-term  loans  possible  -  under  the  Farm  Credit  System  since 
1916  and  under  the  SBA  since  1953.  The  February  28th  testimony  shows  that  the  leading  U.S. 
smaU  busineu  associations  have  a  sophisticated  understanding  of  these  &cts  of  bank  life. 
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Ajsong  the  "other"  fiutors  for  assuring  repayment  are  the  banker's  assessment  of  the 
borrower's  character,  and  his  or  her  family  history.  The  average  community  bank  member  of 
IBAA  was  founded  in  1920.  With  deep  roots  in  their  cities  and  towns,  community  bankers  are 
able  and  willing  to  make  such  judgements.  Branch  managers  for  chain  banks  often  do  not  have  the 
experience  to  make  such  assessment .  If  the  risk  is  greater,  the  community  banker  may  charge  a 
little  more  for  loan.  But,  community  banks  are  more  willing  to  consider  character  as  part  of  their 
lending  decision.  N.F.I.B.'s  Feb.  28  testimony  confirms  that  availability  of  credit  is  the  most 
important  &ctor  to  any  small  business;  the  price  of  the  aedit  is  secondary. 

The  statistics  presented  in  this  statement  bear  out  that  conunerdal  banks,  and  especially 
small  local  community  banks,  are  the  primary  financial  source  of  small  businesses  and  &mily 
farms.  Community  banks  loan  a  &r  greater  percentage  of  their  money  to  small  businesses  than  do 
larger  banks.  In  fact,  community  banks  account  for  about  half  of  all  small  business  lending,  despite 
thor  modest  percentage  of  deposits  aitd  other  resources.  Community  banks  tend  also  to  be  the 
primary  financial  advisors  of  small  businesses.  This  partnership  has  proved  its  worth  for  small 
business,  for  job  generation,  and  the  U.S.  econoniy. 

However,  just  when  community  banks  are  needed  most,  their  numbers  appear  to  be 
declining  while  the  numbers  in  all  the  larger  size  categories  is  growing.  Banking  is  becoming 
more  concentrated  at  a  time  when  IBAA  believes  the  U.S.  financial  system  should  be  striving  to 
become  more  decentralized,  diverse  and  flexible.  So,  these  hearings  serve  an  excellent  purpose  in 
focusing  on  how  this  partnership  of  community  banks  and  small  and  fiimily  businesses  can  be 
sustained  and  improved. 

Independent  bankers  believe  this  can  be  done  by  working  toward  a  level  playing  field  for 
all  credit  providers,  so  there  a  greater  and  fiurcr  competition  among  multiple  sources  of  capital  to 
render  services  to  the  small  business  comrouruty. 

IMPORTANCE  OF  NEW  AND  SMALL  BUSINESS  TO  THE  U.S.  ECONOMY 

The  Chair's  February  28th  Opening  Statement  noted  that  small  business  accounts  for  the 
majority  of  U.S.  sales  and  employment. 

The  ability  of  our  economy  to  generate  private  sector  jobs  reduces  federal  expenditures 
for  unemployment,  wel&re,  and  related  consequences.  Minimizing  unemployment  makes  the 
overall  economy  more  efficient.  The  higher  the  quality  of  the  jobs  available,  the  higher  the  quality 
of  individual  and  national  life. 

According  to  both  public  and  private  sources  (SBA,  White  House  Conference  Issues 
Handbook,  1994,  page  12;  David  Birch,  1979;  NFIB  Foundation.  1993)  small  business  has 
accounted  for  2/3  of  the  net  new  jobs  in  the  U.S.  econoniy  since  the  eariy  1970s. 

In  contrast,  large  U.S.  corporations  are  downsizing.  The  annual  Fortune  Magazine  survey 
indicates  that  U.S.  employment  at  the  SOO  largest  companies  has  declined  from  a  1979  peak  of  16 
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milfioii  to  11. S  million  in  1993.  Management  experts,  have  noted  that  downsiziiig  "has  become  a 
ayitematic,  oii<going  corporate  activity'  as  companies  seek  to  realize  lavings  from  labor-saving 
technologies  and  business  combinations  (See,  for  example, "Large  U.S.  Companies  Continue 
Downsizing."  Washington  Post,  Sept  27/94,  page  CI). 

The  New  York  Times  recently  ran  a  series  of  articles  on  the  "Downsizing  of  America."  in 
which  it  is  estimated  that  about  43  n^on  jobs  have  been  eliminated  since  1979  ("On  the 
Battlefield  of  Business,  Millions  of  Casualties,"  March  3,  1996,  page  Al). 

However,  despite  the  downsizing  and  turnover  from  business  &ilures  and  terminations, 
jobs  in  the  U.S.  economy,  since  1980,  increased  from  80  million  to  125  million,  a  net  increase  of 
approximately  45  million  new  Jobs.  The  European  Community,  which  has  a  larger  population,  has 
created  less  than  10  million  new  jobs  during  this  period  ('Labor  Force,  Employment  and 
EaniingB,  Statistieal  Ab<itract  of  the  U.S.   1990,  page  378;  "The  Useless  Jobs  Summit,"  by  R. 
Samuelson,  Washington  Post.  March  4,  1994).  This  is  a  remarkable  success  story. 

New  and  small  businesses  are  the  major  part  of  this  story.  According  to  IRS  figures  on 
tax  return  filings,  the  overall  number  of  U.S.  businesses  bcreased  over  the  past  1 5  years  from 
13.8  million  to  22  milljon  ("Statistics  of  Income,"  Internal  Revenue  Service.  SOth  Anniversary 
Issue,  1994,  page  46  and  1996  update  by  IRS). 

NON-FARM  BUSINESS  TAX  RETURNS  (Numbers  in  thousands) 

C-Corps  S-Corps  Partnerships    Proprietorships  Total 

1994  22.000 

1990    2,142  1,575  1.759  14,241  20,653 

1980     2,165  545  1,380  9,730  13.820 

As  noted  above,  about  12  million  of  these  enterprise  provide  fiiU  time  employment  to  the 
owner.  Approximately  5  million  of  these  firms  provide  jobs  to  other  employees  ("Small  Business 
Primer."  NFIB,  1993,  page  2). 

A  central  element  of  U.S.  economic  strength  is  the  "growth  band"  of  the  economy. 
According  to  a  leading  authority,  this  sector  is  composed  of  about  50,000  start-ups  per  year  and 
approximately  500,000  firms  growing  in  excess  of  20  percent  per  year.  It  accounts  for  the  lion's 
share  of  both  employment  growth  and  innovation  (Statement  of  William  Wetzel,  Jr.,  Center  for 
Venture  Research.  University  of  New  Hampshire,  to  the  SEC  Forum  on  Small  Business  Capital 
Formation,  September  8.  1994,  page  3).  These  firms  tend  go  through  the  classic  small  bumess 
growth  cycle. 
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Many  ftudiet  by  the  National  Scieace  Foundation  have  confinned  that  small  enterprises 
produce  half  of  all  U.S.  industrial  innovation.  So,  the  small  business  dynamics  are  vitally 
important  for  American  jobs  and  prosperity. 

For  eacample,  start-up  U.S.  companies  since  World  War  U  have  created  vAiaic  new 
industries,  such  as  computers,  microchips,  software,  and  biotechnology  that  are  on  the  leading 
edge  of  world  manufiicturing  and  services.  Venture  capital  firms  have  played  an  important 
catalyzing  role  with  such  pace-setting  compaiues  u:  Digital  Equipment,  Apple  and  Con^aq 
Computer,  Sim  Miaosystenu,  Federal  Express,  Intel,  Cyprus,  Microsoft  and  Lotus.  These 
companies  and  industries  have  talcen  the  U.S.  econonty  to  the  #1  ranking  in  international 
con^)etitivene&s  for  both  1994  and  199S,  according  to  the  World  Economic  Forum. 

Such  successes  are  reflected  in  increased  U.  S.  exports  of  goods  and  services.  The 
National  Association  of  Manufacturers  told  this  committee  that  the  U.S.  share  of  manu£ictured 
goods  in  global  markets  climbed  from  1 1 .6  percent  a  decade  ago  to  12.9  percent  now  (Statement 
of  M.  A-  Gcrber,  Feb.  28,  1996).  Overall,  U.S.  exports  more  than  doubled  firora  1984  to  1995, 
from  S219.9  billion  to  SS74.9  billion  (Economic  Indicators.  Council  of  Economic  Advisora/Joint 
Economic  Committee.  Fdiruaiy,  1996,  page  36). 

IMPORTANCE  OF  SMALL  BANKS  TO  NEW  AND  SMALL  BUSINESS 

The  core  business  of  community  banks  is  servicing  the  financial  needs  of  their 
communities,  including  consumers,  small  businesses  and  farms.  Community  banks  are  locally 
owned  and  operated  and  independent  of  any  statewide,  regional,  or  super-regional  group  of 
financial  institutions.  Their  boards  of  directors  are  composed  of  local  citizens  who  have  a  natural 
interest  in  building  up  the  towns  and  cities  where  they  live  and  where  their  banks  do  business. 

Most  community  banks  themselves  are  small  business.  The  median  IBAA  member  bank 
holds  about  $47  million  in  assets  and  has  about  24  employees.  My  own  bank  is  very  close  to  the 
median,  with  about  S6S  million  in  assets.  Over  the  past  six  years,  our  bank  has  made  27  SBA 
guaranteed  loans  totaling  $S  million,  Based  upon  288  commercial  loans  outstanding  as  of  March 
31,  1996,  for  every  SBA  loan,  our  bank  has  made  about  20  conventional  small  business  loans. 
SBA  guarantees  helped  us  make  the  larger  and  longer  term  loans. 

Federal  statistics  provide  "proof  positive*  that  conununity  banks  focus  on,  and  specialize 
in,  small  business  lending.       During  1994  and  1995,  banks  of  less  than  $100  million  in  assets 
(holding  about  7  percent  of  U.S.  deposits)  loaned  about  21  pKcent  of  all  the  dollars  lent  by  banks 
in  amounts  of  less  than  $100,000.  Loans  of  this  size  are  the  heartland  of  small  business  lending, 
being  2  */2  times  more  frequent  than  loans  of  $100,000  to  $250,000. 

Many  banks  with  SlOO  million  to  $300  million  in  assets  are  also  locally  owned. 
Collectively,  banks  with  less  than  S300  million  in  asseU  (holding  a  total  of  1 5.3  percent  of  U.S. 
deposiu)  loaned  approxinutely  half  of  all  the  dollars  in  amounts  of  less  than  $100,000  and  almost 
half  of  the  dollars  in  amounts  less  than  $250,000  lent  by  banks  in  1994  and  1995. 
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Similarly,  v/btx  IBAA  would  classify  &s  medium-sized  banks  —  with  up  to  $1  biQion  in 
assets  —  account  for  73  percent  of  the  loans  of  less  than  SI  million  ("Small  Borrowers  and  the 
Survival  of  the  Small  Bank,"  L.I.  Nakaganu,  Business  Review  of  the  Federal  Reserve  Bank  of 
Philadelpbia,Nov.-Dec.  1994.  page  H). 

The  landmark  1993  Federal  Reserve  survty  of  5,300  firms  fcHind  that  local  community 
banks  are  the  primary  financial  advisors  of  small  enterprises  ("Financial  Services  Used  by  Small 
Businesses,"  Federal  Reserve  Bulletin.  July,  1995,  page  629).  Community  banks  have  an  incentive 
to  spead  time  rendering  such  advice;  they  are  on  Main  Street  (or  the  long  haul  Th^  have  both  a 
finandal  and  a  neighbor's  interest  in  seeing  businesses  succeed  and,  grow. 

Community  banks  have  no  lack  of  competition.  Non-banks  are  prominent  among  them. 
The  Money  Store,  which  advertises  email  business  loan  services  nationally,  has  been  the  largest 
single  generator  of  SB  A  loans  for  the  past  15  years  (Coleman  Report  March  15/95,  page  3),  A 
1996  survsy  by  the  Consumer  Bankers  Association  found  that  28  percent  of  the  banla 
responding  rst^  the  brokerage  firm  of  Merrill  Lynch  as  their  third-biggest  threat  Clanks  Look 
to  Automation  to  Hold  Off  Non-Bank  Rivals,"  American  Banker.  April  8/96). 

Some  mid-size  and  large  banks  are  targeting  the  smaller  business  loans  market  ("Big 
Banks  Target  Small  Business  for  Loan  Growth,  Survey  Says,"  American  Banker.  March  9/94). 
Increasingly,  these  larger  institutions  are  utitizing  sopMsticated  techniques  of  credit  scoring  and 
data  base  management  to  market  their  services  to  small  firms,  in  some  cases  pre-approving  credit 
limits  for  small  businesses  as  has  previously  been  common  with  individual  credit  card  solicitations. 

However,  many  larger  banks  maintain  minimum  loan  limits  that  exclude  or  discourage 
small  enterprises.  Many  others  seem  to  feel  that  added  costs  of  small  credits  diminish  their  overall 
profitability  in  today's  intensely  competitive  world  of  re^onal  banking.  Richard  Thomas,  of  First 
Chicago  Corporation,  told  the  House  Government  Operations  Conunittee  a  few  years  ago  that: 

In  a  large  bank  it  would  be  diffiodt  to  make  money  on  a  loan  of  less  than  half  a  million 
dollan.  I  suspect  the  numbo-  might  be  S2S,000  for  a  much  smaller  bank  with  a  much 
snoaller  overhead." 

There  is  some  evidence  that  when  banks  with  small  business  loan  portfolios  have  been 
acquired,  small  loans  have  been  allowed  to  run  off  ("Banks  and  the  availability  of  small  business 
loans,"  Peak  and  Roscngren,  Working  Paper  95-1,  Federal  Reserve  Bank  of  Boston,  January/95). 
A  study  by  the  Federal  Reserve  Bank  of  Kansas  City  found  that  smaller  banks  owned  by 
multibank  holding  companies  and  banks  owned  by  out-of-state  financial  institutions  "tend  to  lend 
a  smaller  share  of  their  funds  to  small  firms  than  in-state,  independent  banks  do"  ("Big  Banks 
LejKl  More  to  Small  Business,  But  Some  Fear  Gains  May  Be  Short  Lived,"  Wall  Street  JoumaL 
Dec.  28/95).  Another  recent  study  of  180  banks,  divided  between  acquired  and  non-acquired 
institutions  (by  the  NY  FED),  found  that,  in  the  1 993-95  period,  small  business  lending  declined 
more  slowly  in  the  acquired  banks  (.2*/*)  than  in  the  non-acquired  banks  (.5%)  ("Small-business 
loan  numbers  unaffected  by  bank  mergers,  study  shows,"  Columbus  Dispatch.  Feb.  27,  1996). 
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IBAA  urges  that  continuing  quality  researdi  be  done  on  service  to  smal]  buaineases  and 
fiffnu  by  acquired  and  acquiring  banks.  We  fiad  that  Congress  and  federal  executive  and 
aupervisoiy  agendes  -  including  SBA  -  afaouM  chart  these  vital  economic  consequences  of 
changing  bank  structure  as  a  guide  for  fiiture  policy  dedsioas  by  Federal  and  State  govenunents 
and  the  private  banking  industry. 

BOW  COMMUNITY  BANKS  HELP  SMALL  FIRMS  ACCESS  CAPITAL 

This  performance  record  by  indq>endent  banks  m  behalf  of  amaQ  business  borrowers  does 
not  come  easy.  A  study  by  the  Federal  Reserve  Bank  of  Atlanta  p<Mnt8  out  that  the  costs  of 
making,  monitoring  and  ooltecting  on  small  business  loans  are  higher.  But,  even  in  the  fiace  of 
higher  expenses,  locally  owned  banks  make  a  go  of  it  because  on-going  relationships  cut  down 
risk  and  the  local  banks  are  able  to  monitor  unsecured  credits  from  th^e  continuing  contxu;ta. 

The  1995  Federal  Reserve  Study  finds  that  oonnnunity  banks  help  new  and  small 
businesses  at  a  very  early  stage.  The  d^  reveal  that  the  newest  and  smallest  firms  are  using  bank- 
provided  financial  services  at  nearly  the  same  rates  as  older  and  larger  firms.  Ninety  percent  of 
the  firms  with  no  employees  or  one  employee  have  checking  accounts;  many  use  depository 
services:  sixteen  percent  have  lines  of  credit;  seveitteen  percent  have  vehicle  loans  and  an 
additional  fixir  percent  have  capital  leases.  In  addition,  tiw  smallest  fiiros  are  likely  to  utilize  bank 
financial  management  advice,  employee  benefit  plans  and  other  bank  services..  The  study  found 
that  firms  in  existence  less  than  S  years  had  nearly  the  same  incidence  of  borrowing  (about  60 
percent)  as  older  and  more  mature  businesses  CTmandal  Services  Used  by  Small  Businesses: 
Evidence  fi-om  the  1993  National  Survqr  of  Small  Business  Fmances,"  Federal  Reserve  Bulletin. 
July  I99S,  pages  634  and  tables  A2A  and  A2B.  pages  646  and  648). 

Community  banks  are  thus  a  resource  for  small  business  capital  access  that  are  well  worth 
preserving. 

THE  DECLINING  BANK  POPULATION 

The  past  15  years  has  seen  consolidation  in  the  banking  industry  that  is  unparalleled  since 
the  Great  Depression.  ("Banking  Industry  Consolidation:  Past  Changes  and  Implications,"  by 
Daniel  Nolle.  U.S.  Comptroller  rfthe  Currency.  Working  Paper  95-1,  April,  1995).  For  example, 
fi'om  1986  to  the  end  of  1995,  the  number  of  U.S.  banking  companies  decUned  fitjm  14,046  to 
9,941,  down  29.22  percent  The  total  number  of  banks  dipped  below  10,000  for  the  first  time  in 
60  vears  r'93  Buyouts  Thinned  the  Ranks  of  Small  Banks  to  60-year  low."  American  Banker. 
March  21,  1994).. 

A  comparable  dechne  took  place  in  Kansas  during  the  past  decade,  fiom  612  to  430 
banks,  or  29.74  percent 

The  bad  news  for  small  business  in  these  figures  is  two-fbld.  First,  according  to  the  OCC, 
all  of  the  net  losses  took  place  m  banks  (rf'lcss  than  SlOO  million  in  assets.  The  number  of  banks  in 
every  other  size  category  increased  (Nolle,  toe,  dt,  page  8). 
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The  munber  of  dfijooYQ  bank  chanen,  which  has  be  publicized  recently,  totals  about  400 
in  the  past  S  yean,  offsetting  appronmately  10  percent  of  this  decline  of  4,000  in  the  number  of 
community  banks  (see  'l>isplaced  by  Metgers.  Some  Bankers  Launch  Their  Own  Start  Upa," 
Wall  Stre^  Journal.  March  4. 1996.  right  lead). 

Second,  the  largest  banks  have  steadily  increased  their  share  of  industry  assets  and 
deposits  over  the  past  decade.  The  top  100  bank  holding  companies  increased  their  share  of 
industry  assets  fiom  44  percent  in  198S  to  62  percent  at  the  end  of  199S,  and  their  share  of  U.S. 
deposits  from  38.5  percent  to  56  percent  during  the  same  period  ("Top  100  Banks  Ti^iteo  Grip 
on  Industiy."  American  Banker.  March  28, 1996).  This  article  concluded  that:        "The  steady 
expansion  of  big  banks  over  the  last  decade  (has)  strengthen(ed)  their  akeady  predominant 
position  in  the  industiy." 

The  good  news  is  that  the  surviving  banks  —  of  all  sizes  —  earned  good  profitability  (or  the 
past  four  years,  and  are  ready,  willing  and  able  to  make  loans.  In  1995,  the  amount  of  commercial 
and  industrial  bans  grew  by  a  record  amount  of  $244.5  billion  (10.4  percent),  surpassing  the 
previous  (1994)  annual  increase  of  $208.4  billion  (TDIC  Reports  Record  Earnings  for 
Commercial  Banks  in  1995"  PR  19-96,  March  14,  1996). 

FINANCIAL  CONCENTRATION  TO  DETRIMENT  OF  SMALL  BUSINESS 

Responding  in  large  part  to  this  public  policy  decision  by  the  103rd  Congress  to  permit  fiill 
nationwide  banking  and  interstate  brandling  by  1997,  the  banking  industry  in  the  past  IS  months 
has  experienced ,  branch  closings  and  job  losses.  (See:  "Merger  Mania  Momentum  Multiplies," 
U.S.A.  TODAY.  March  6, 1996,  page  3B).  The  financial  institutions  industry  is  in  the  forefi-ont  of 
the  merger  movement.  Last  year,  there  were  330  bank  combinations,  accounting  for  more  than  20 
of  the  overall  merger  dollar  volume,  includ'mg  4  out  the  10  laigest  mergers  of  1995  ("Banks  Top 
This  Year's  List  of  Mergers,"  Washington  Times.  January  2,  1996;  "1995,  The  Year  of  the 
Merger,"  Washington  PostV 

Both  the  Chase-Chemical  and  the  Bank  of  America-Security  Pacific  mergers  will 
reportedly  eliminate  more  than  10,000  jobs. 

As  a  resuh  of  the  merger  movement,  the  Mid- Atlantic  region  has  already  lost  one  out 
eveiy  five  financial  institutions  since  1988  ("Bank  mergers  take  toll  on  smaller  businesses," 
Washington  Business  JoumaL  Oa.  27-Nov.  2, 1995).  The  reporter's  conclusion:  "Choice  is  a 
shrinking  commodity  in  Washington's  financial  arena." 

The  testimony  before  this  committee  is  that,  in  concentrated  banking  markets  like 
Connecticut,  interest  rates  and  fees  charged  to  small  businesses  and  consumers  are  higher  and 
terms  for  capital  access  are  more  stringent  (See  Statement  of  NAM,  Fd>.  28/96). 

IBAA  has  pointed  out  to  the  House  Banking  Comnuttee  that,  in  California,  \^iere  fiMir 
banks  control  60  percent  of  deposits,  a  1992  study  found  that  loan  rates  were  r  ^^cantly  higher 
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■nd  dq>oiit  yields  lower  than  the  natioiul  averages  (Testimony  of  IBAA  before  the  Subcommittee 
on  Fmandal  Institutions,  House  Banking  Committee,  October  17,  I99S). 

An  recent  article  in  U.S~A.  TODAY  noted  that  in  Florida,  where  four  banks  control  70 
percent  of  bank  deposits:  Tees  are  higher  than  in  most  states.  Savings  interest  rates  are  lower. 
Loan  rates  are  higher."  Examples  inchided:  CD  rates  averaging  52  percent  vs.  S.6  percent 
nationally,  30-year  fixed  rate  mortgages  at  8  percent  vs.  7.82  percent  nationally,  and  unsecured 
personal  loans  averaging  16.3  percent  in  Florida  vs.  1S.9  percent  nationally.  The  article  also 
predicted  that,  by  1998, 300  Ivge  banks  will  control  8S  percent  of  the  nation's  banking  dqioaits, 
and  that  2,000  banks  will  disappear  (Sept  1, 199S). 

Community  banks  believe  these  cxan^iles  demonstrate  that  financial  concentration  results 
in  less  competition  and  higher  prices  for  services,  and  is  not  good  for  small  business,  the 
consumer,  smaller  communities  or  the  American  economy. 

Unfortunately,  Madam  Chair,  legislation  is  pending  before  the  House  Banking  Committee 
that  would  open  the  door  to  common  ownership  of  the  largest  commercial  banks,  securities 
firms,  and  insurance  underwriters.  The  massive  financial  concentration  that  would  result  is  of 
major  concern  to  the  small  business  community  and  American  agriculture.  It  is  with  regret  that  we 
oppose  the  financial  consolidation  package  Chairman  Leach  is  putting  together  -  a  package  that 
would  benefit  Wall  Street  to  the  detriment  of  Main  Street 

Under  current  conditions,  concerns  are  rising  now  that  bank  managements  are  located 
ever  more  distant  fi^om  Main  Street  businesses,  and  loan  officers  have  a  high  turnover  ratio  in 
branch  locations.  There  is  a  l^imate  question  of  whether  banks  structured  in  this  way  have  the 
incentives  for  appropriately  considering  the  financial  needs  of  local  small  businesses  and  &rms. 

These  considerations  are  illustrated  by  a  recent  article  headlined:  "Merger  Mania  Leaves 
Charities  in  Many  Cities  Scrambling"  American  Banker.  August  1.  1995).  The  President  of  $700 
million  asset  Southwest  Bank  of  Houston  was  quoted  as  saying:  "The  out-of 'State  banks  just 
don't  participate  On  civic  projects).  The  banks  no  longer  have  their  head  offices  here.  Nobody 
fieels  permanent.  They  never  develop  that  community  spirit . .  .It's  sad,  realty."  Declines  in 
support  for  the  United  Way.  the  arts,  and  various  chai^ies  were  reported  fi'om  other  "branch 
office  towns"  such  as  San  Di^o,  Indianapolis,  Baltimore  and  CoUimbia,  South  Carolina. 

This  article  recalls  the  1946  report  to  the  Senate  Small  Business  Committee  by  the  Smaller 
War  Plants  Corporation.  The  npon  found  that  in  cities  characterized  by  smaller  businesses, 
spending  on  education,  libraries  and  hospitals,  charitable  donations  and  church  membership 
tended  to  be  higher.  The  report  attributed  these  consequences  to  the  community  spirit  of  owners 
of  local  businesses  (see  "Small  Business  and  the  Quality  of  American  Life,"  Senate  Small  Business 
Committee.  Nov.  7,  1977,  page  540). 

TU£  ROLE  OF  VENTURE  CAPITAL 
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Filling  out  the  picture  of  sources  of  snull  business  cental  are  venture  capital  films.  Their 
role  if  relevant  to  this  inquiry  because  banks  and  venture  capital  providers  serve  very  diffierent 
sauU  buainess  marlce^ilaces. 

At  the  base  of  the  venture  capital  pyramid.  New  England's  William  Wetzd  estimates  that 
high  net*worth  individuals,  icnown  in  the  small  bu«ness  world  as  "Angels."  infoimally  invest 
about  $10  billion  a  year  in  local  small  firms  with  which  th^r  are  ftmiliar. 

Moss  viable  to  the  public  are  the  200  or  so  profi^onal  private  sector  venture 
partnershipa,  mMA  are  financed  entirely  with  private  fiinda.  As  we  have  seen,  these  firms  have 
had  a  great  impact  on  the  U.S.  economy  through  their  ability  to  finance,  counsel  and  otherwise 
assist  high-tech  startups.  Typically,  venture  partnerships  would  invest  about  $10-20  million  per 
firm,  in  the  form  of  multiple  financings,  in  enterprises  that  envision  a  market  potential  of  $S0  to 
$100  million.  CoDectivcIy,  venture  firms  invest  between  $2-4  billion  annually  (about  one  days 
worth  of  volume  on  the  New  York  Stock  Exchange),  in  about  1,000  firms. 

Small  Business  Investment  Companies  and  Specialized  SBICs  -  which  receive  some 
assistance  firom  the  SBA  -  also  make  these  types  of  investments,  but  from  a  smalla  foundation 
and  in  smaller  amounts.  There  are  currently  185  active  SBICs  and  89  Specialized  SBICs  that 
deploy  $3.7  billion  of  their  own  capital  and  $1.02  billion  in  SBA  guaranteed  leverage  (Testimony 
of  Patricia  Forbes,  SBA  Acting  Associate  Deputy  Administrator  for  Economic  Development, 
Senate  Small  Business  Committee.  Dec.  12, 1995,  page  3).  SBICs  invest  about  $1  billion  a  year 
m  about  1,000  firms,  with  investments  in  individual  firms  of  somewhat  less  than  $1  million. 

So,  formal  and  informal  venture  capital  fiims  are  valuable  assets  -  addressing  several 
financing  gaps  for  smaller  growth-oriented  companies  that  need  good  advice  and  long-term  debt 
and  equity  financing.  But.  venture  capital  firms  have  their  specialties.  They  do  not  come  close  to 
servicing  the  general  financbg  needs  of  the  multifaceied  small  business  community. 

ENCOURAGING  THE  FLOW  OF  CAPITAL  TO  SMALL  FIRMS 

New  and  small  firms  subsist  and  grow  on  capital.  An  eflfort  to  encourage  new  and  small 
busmess,  and  thus,  economic  growth,  employment,  quality  jobs,  and  internationally  competitive 
firms,  should  logically  focus  attention  on  the  institutions  providing  financing  to  these  enterprises. 
The  strength  of  our  fi-ee  enterprise  system  is  competition,  and  the  ability  to  innovate  to  meet  the 
changing  needs  of  customers. 

PRESERVING  THE  ENVIRONMENT  FOR  COMMUNITY  BANKS 

The  independent  community  banks  in  this  country  welcome  competition,  as  long  as  it  is 
on  a  level  playing  field,  which  h  now  is  not. 

yfmlatarvtfiliffletisifltion  ihould  be  enarti>d.     As  this  historic  Congress  heads  for  its 
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home  stretch,  it  could  take  one  ictkm  that  would  go  a  long  way  toward  preserving  an 
environnient  viability  for  community  banks.  We  urge  this  Consress  to  keep  its  promise  and  accord 
community  banking  r^ef  from  a  cnisiung  rq;uiatofy  burdea  A  meaningfiil  r^uUtory  relief  b  iO 
(H.R.  1858)  is  pending  before  the  House  Leadership,  and,  unfortunatdy,  is  being  held  hostage  to 
a  broader  financial  restmcturing  bill  that  is  not  rtxnnttmt  with  the  interestss  of  the  nation's  small 
business  community. 

The  accounting  finn  of  Grant  Thornton  surveyed  2,600  community  banks  and  found  that 
the  cost  of  conq)liance  with  the  dozen  most  pervasive  fodenl  regulatioos  was  S3.2  iHllion  per 
year,  an  enormous  sum  of  money,  that  could  be  devoted  to  financing  small  bunness.  One-third  of 
this  total,  over  $1  billion,  was  attributaUe  to  the  Commuraty  Reinvestmeot  Act  (see  "Regulatory 
Burden,  the  Cost  to  Community  Banks,"  Jan..  1993).  These  lands  of  burdens  are  breaking  the 
backs  of  community  banks,  and  making  it  mudi  more  di£Bcult  to  serve  the  credit  needs  of  their 
communities. 

Regulatory  relief  is  the  number  one  priority  of  community  banks  this  year.  Such  a  biO 
should  be  passed  by  this  104th  Congress. 

Efloalitv  of  treatment  Certain  le^slatwe  and  regulatory  changes  could  make 

competition  furer  and  help  preserve  community  banks  as  the  financing  partners  of  small  business. 
Other  significant  participants  in  the  financial  system,  such  larger  regional  and  national  banks,  non- 
bank  lenders,  credit  unions,  mortgage  bankets,  and  finance  companies  are  firee  of  either  tax  or 
regulatory  burdens  borne  by  sroaOer  commercial  banks  —  aiKl  sometirries  both. 

Longer-tenn,  we  stroogly  urge  Aat  the  Congress  review  the  privileged  status  of  credit 
unions.  Larger  credit  uruons,  which  are  virtually  indistinguishable  fi'om  commercial  banks,  art 
exempt  fi^om  federal  and  state  taxation  and  are  exempt  torn  many  federal  r^uiatoty 
requirements,  indudbg  the  Community  Reinvestment  Act.  They  also  recdvc  services  like  office 
space,  utilities  and  security  fnc  or  at  reduced  costs  from  their  sponsors,  which  are  often 
government  agencies.  Credit  unions  can  arrange  to  get  preferred  access  to  customers  via  direct 
deposit  of  paychecks  of  their  sponsoring  organizafions.  Many  credit  unions  advertise  their 
services  to  the  general  public.  Bankers  fed  strongly  that  credit  union  tax  aiul  regulatory 
exemptions,  which  were  bom  of  the  Great  Depression,  are  now  obsolete. 

Credit  union,  with  these  prefisreoces,  absorb  significant  deposits  from  the  commercial 
banking  system,  where  they  would  otherwise  be  available  to  make  loans  to  family  farms  and  small 
businesses.  Commercial  loans  were  never  contemplated  as  a  part  of  the  Federal  Credit  Union  Act 
of  1934,  the  basic  credit  union  charter. 

Non-bank  lenders  are  not  subject  to  bank-4ike  supervision.  They  enjoy  privileges  with 
respca  to  SEA  lending  that  commercial  banks  do  not  Iluy  can  sell  both  guaranteed  and  the 
unguaranteed  portion  of  SB  A-guaranteed  loans  into  the  secondary  market,  which  commercial 
banks  cannot.  Community  banks  feel  this  inequality  is  both  an  unbir  competitive  advantage  and 
bad  policy. 
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Bank  holdings  of  financial  assets  have  declined  steadily  from  42  percent  of  the  total  in 
19S0  to  22  percent  in  1996  ("Assessing  the  Competitive  Landscape."  Jounial  of  Lendiny  and 
Credit  Risk  Management.  Januaiy  1996,  page  12).  As  competition  becomes  ever  more  striogeDt, 
community  banks  will  find  it  more  di£5cult  to  survive  such  competitive  disadvantages  imposed  by 
law  and  regulation. 

Consideration  of  pending  bankiag  structure  legislation.  If  Glass-SteagaQ  Act 
restrictions  on  the  common  ownership  of  banks  and  securities  firms  are  relaxed  —  and  especially  if 
the  door  is  opened  to  common  ownership  of  banks,  brokers  and  insurance  companies  —  there 
will  be  mammoth  financial  inducemenu  to  mergers  and  acquisitions  and  greater  financial 
concentration  will  follow. 


Antitrust  standards  have  a  confinuiny  function.      At  a  minimum,  the  Bank  Merger 
Act  and  other  antitrust  statutes  should  continue  to  be  applied  as  bank  consolidation  and  financial 
services  integration  gathers  increasing  momentum,  to  assure  that  small  businesses  and  fiunily 
&rms  lending  services  are  maintained  in  the  era  of  mega-mergers  (See:  "Nonbanks  Gain  in  Small 
Business;  Bank  Merger  Scrutiny  Excessive?'  American  Banker.  Sept.  26/95).  IBAA  was  pleased 
that  Federal  Reserve  Chairman  Alan  Greenspan  noted  in  his  recent  r&<:onfinnatioD  hearing  that 
the  FED  would  continue  to  monitor  credit  available  to  small  businesses  as  the  rapid  pace  of  bank 
mergers  continues  C^ireenspan  Defends  The  Fed  on  Spending,  Confirmation  Vote  Set," 
American  Banker.  March  27,  1996). 

GOVERNMENT  ENHANCEMENT  OF  CREDIT 

Goverrunent  programs  of  guaranteeing  credit  are  imporxaia.  to  small  businesses, 
independent  banks  and  their  communities.  They  make  possible  loans  that  would  otherwise  be 
unbankable. 

Home  Loan  Bank  legiaiation.  Another  significant  Congressional  action  would  be 

passage  of  legislation  introduced  by  Congressman  Baker  to  reform  the  Federal  Home  Loan  Bank 
System.  Comrrumity  banks  in  rural  America  are  beginning  to  encounter  liquidity  problems  as  core 
deposits  flow  to  mutual  fimds.  As  we  well  know,  mutual  fiirtds  do  not  make  bu^ness  loans. 
Chairman  Baker's  proposal  would  make  advances  fi'om  Federal  Home  Loan  Banks  more  readily 
available  to  banks  lending  to  small  businesses  artd  agriculture.  IBAA  is  also  pushing  to  allow 
community  banks  to  tap  the  fundir\g  source  of  the  Farm  Credit  System,  which  enjoys  GSE  status. 

SBA  and  related  guranatee  programs     On  September  30/94,  7,364  lenders  held  SBA 
loans.  According  to  the  General  Accounting  Office,  about  60  percent  of  all  long-term  fixed-rate 
business  credits  are  supported  by  SBA  guarantees.  These  loans  have  an  average  maturity  of  about 
7  yean,  a  term  beyond  the  capacity  of  most  commuruty  banks.  The  increase  of  the  SBA  section 
7(a)  program  from  $7.8  billion  in  1993  and  1994  to  $10.8  billion  in  1995  to  an  estimated  Sll 
billion  in  1996  (all  fiscal  years),  means  more  authentic  small  business  lending  b  taking  place. 
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Export  financing  programs  of  the  SBA  and  the  Export-Import  Bank  also  provide  long- 
term  fixed'rate  financing  fix  amall  U.S.  firms  wishing  to  do  business  abroad.  These  programs  seek 
to  assure  that  American  firms  do  not  lose  sales  because  of  the  aggressive  govenunent-supported 
financing  programs  of  competitor  nations. 

Enhancing  small  boaineis  marta^.  We  fed  that  intelligent  engagement  with 

intemational  finandal  institutions  is  profitable  for  U.S.  small  businesses  in  general  and  small 
business  in  particular.  In  1995  the  U.S.  shipped  SSO.S  bilUon  in  agricultural  exports  (Economic 
Indicators.  February,  1996,  page  35).  Loans  from  community  banks  financed  some  of  this 
production.  From  1981  to  1993,  some  75  countries  received  assistance  firom  the  Worid  Bank, 
conditioned  upon  opening  up  their  trade  and  investment  policies.  According  to  the  Treasury 
Department,  U.S.  cxpons  to  these  countries  rose  an  average  of  almost  12  percent  yeariy,  a  rate 
which  would  double  American  exports  to  thoe  countries  every  6  years  (Remarks  of  Jc&ey 
Shafer,  Under  Secretary  of  the  Treasury  fiar  Inteniational  A£Eairs,  Bankers  Association  for  Foreign 
Trade,  January  18.  1996). 

Secondary  markets  acthitia.  Securitization  is  coming  to  the  buaness  loan 

marketplace,  and  experts  have  already  concerns  that  the  securitization  process  will  reduce  the  role 
of  community  banks  in  financing  small  firms  ("The  Weakening  Role  of  Banks  in  Fmancing  Small 
Business,"  Association  of  Reserve  City  Bankers^  June  1993).  We  share  those  cotu^ems. 

IBAA  is  well  aware  that  secondary  markets  for  housii\g  loans  eroded  the  position  of  the 
thrift  industry.  Even  though  many  small  business  loans  are  individualized,  and  cannot  be  "cookie 
cutter"  credits,  the  best  credits  could  be  skimmed  offby  a  secondary  market  to  the  detriment  of 
community  banking.  Care  needs  to  be  taken  to  have  existing  community  bank  experience  reflected 
in  the  underwriting  standards  and  other  terms  and  conditions  of  this  new  marketplace.  Also, 
IBAA  continues  to  oppose  strongly  any  legislative  proposal  to  create  a  new  Government 
Sponsored  Enterprise  for  securitization  purposes.. 

State  and  local  and  community  devdopment  lending  and  counseling  programs  nuke 
conaiderable  contributions  to  screening  and  fiioding  small  enterprises  with  promise.  They  are  often 
partners  with  small  firms  and  commercial  banks  in  putting  together  SBA  section  504  loans. 

THE  ROLE  OF  VENTUKE  CAPITAL 

As  noted  above,  venture  cental  programs  and  processes  —  both  formal  and  infisrmal  — 
play  a  vital  role  in  providing  risk  capital  for  new  and  small  business  and  thus  need  to  be  nurtured. 
The  MIT  program  of  matching  local  investors  with  local  compaiues  seems  to  have  potential  fi>r 
application  elsewhere,  especially  in  areas  of  the  country  that  do  not  have  many  formal  venture 
firms  or  SBICs.  This  model  shouM  be  rq>licated  across  the  country.  As  noted  below,  capital  gain 
tax  rates  and  holding  periods  have  a  critical  effect  on  the  willingness  of  private  investors  to 
provide  "patiem  capital"  for  economic  development.  Community  banks  are  in  the  process  of 
exploring  how  banks  can  cooperate  with  SBICs  to  provide  improved  access  to  the  various  types 
of  capital  and  financial  services  needed  by  rapid-growth  firms. 
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TH£  ROLE  OF  TAXES  IN  SMALL  BUSINESS  CAPITAL  ACCESS 

The  testimony  of  the  Small  Business  Le^slative  Council  (SBLC)  ind  other  witnesses  on 
February  28tb  hifiMiE*'**  bow  important  the  tax  incentives  and  disincentives  of  the  Intomal 
Revenue  Code  are  to  small  business  activity  —  which  is  primarily  incentive  drivea 

Community  bankers  fought  hard  during  this  Congress  for  the  tax  program  of  the  House 
and  Senate  leadership,  testifying  before  six  House  and  Senate  Committees  in  1995  -  including 
this  one  -  in  suppcil  Our  agenda,  which  is  largely  small-business  oriented,  includes: 

#  estate  tax  relief  fixfrmily  owned  businesses  and  &nna,  to  help  keep  business 
ownership  in  the  fiunily  and  in  small  communities  (The  Dole-Pryor  and  McCnry' 
Dunn-Brewster  bills:  8.1086  and  RR.  2190), 

#  enhancement  of  the  Individual  Retirement  Account,  to  encoimige  long-term  saving 
(The  Roth  and  Thomas-Neal  bills:  S.  12  and  HJL652), 

#  capital  gains  reduction,  in  a  way  that  helps  small  business  and  encourages  "patient 
capital"  for  economic  development, 

#  inoeasing  the  amount  of  small  business  expensing. 

#  permitting  conversion  of  bank  trust  funds  into  a  &mily  of  mutual  fimds,  for  the 
benefit  of  the  trust  beneficiaries,  and 

#  some  Alternative  Minimum  Tax  relief!  that  is  scaled  to  the  size  of  conununity 
banks  and  their  customers. 

We  were  gratified  when  these  provisions  passed  the  Congress  as  part  of  the  Balanced 
Budget  Act  of  199S.    We  also  advocated  retention  of  the  current  rules  on  loans  to  Employee 
Stock  Ownership  progiama,  to  allow  employees  to  build  up  a  stake  in  their  employers.  As 
previously  noted,  we  feel  the  tax  exemption  for  larger,  bank-like  aedit  union  should  be  repealed. 

We  believe  these  tax  changes  would  contribute  materially  to  small  business  capital  access 
and  capital  formation,  as  well  as  national  economic  growth  and  stability. 


CREDIT  FOR  WOMEN,  MINORITY  AND  OTHER  ENTREPRENEURS 

The  trends  seem  clear  that  there  mil  be  more  women,  minorities,  and  senior  citizens  in  the 
general  population  and  in  the  ranks  of  small  business  owners. 

The  record  of  almost  IS  years  confirms  this.  The  Census  Bureau  found  that,  between  1982 
and  1987.  the  number  of  women-owned  firms  increased  by  57.4  percent  (4  times  the  rate  of 
businesses  as  a  whole).  The  number  of  women-owned  firms  with  employees  grew  98  percent 
during  that  period  (Workshop  Report,  "Access  to  Equity  Capital  Ei^iert  Policy  Workshop," 
National  Womens*  Business  Council,  June  3, 1994,  page  25).  From  1987  to  1992 ,  the  number  of 
women-owned  firms  increased  another  43  percent  fWall  Street  Journal  January  29,  1996). 
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The  Census  Bureau  further  counted  approxinutdy  6.4  million  women-owned  bunnesses 
in  1992.  about  one-third  (33.2  percent)  of  all  U.S.  businesses.  The  National  FoundatioD  of 
Women  Business  Owners  projects  th^  by  1996,  there  were  7.9  million  womei>-owned  finns,  and 
employing  more  paid  workers  than  the  Fortune  500  C^omen  Business  Owners  Economic  Induct 
Re-AfBnned,"  National  Foundation  of  Women  Business  Owners.  Press  Release,  March  27, 
1996).    SBA  reported  that  its  vohime  of  lending  to  women-owned  firms  increased  S4  percent 
from  FY  1994  to  FY  199S.  The  FY  9S  dollar  vahie  was  $1.44  Ullion,  about  24  percent  of  the 
Agency's  total. 

Minority-owned  business  also  shows  growth .  In  1987,  there  were  1.2  million  minority- 
owned  firms,  up  67  percent  fiom  1982  ("1987  Survey  of  Minority-Owned  Businesses,"  U.S. 
Census  Bureau.  MB87-4,  released  August,  1991).  Kfinority-owned  firms,  at  that  time,  accounted 
for  9  percent  of  the  number  of  U.S.  firms,  4  percent  of  gross  receipts  ($78  billion)  and  about 
800,000  paid  employees.  Minority  ownership  is  defined  to  include  Blacks,  Hispanics,  Asian- 
Americans,  American  Indians  and  certain  other  categories.    SBA  reports  that  minority-owned 
firms  received  S1.6  billion  in  loans  in  FY  1995,  a  S3  poxent  increase  over  FY  1994.  and  about  19 
percent  of  SBA' s  loans. 


By  geographic  area,  minority-owned  firms  represented  more  than  half  of  the  business 
population  in  Hawaii  (53.7  percent),  a  third  in  the  District  of  Columbia  (33.4  percent),  a  fifth  in 
New  Mexico  (20.6  percent),  17.9  percent  in  California,  14.9  percent  In  Texas,  12-13  percent  in 
Florida  and  Alaska,  10.7  in  New  York  State  and  10.1  percent  in  Louisiana. 

If  the  past  is  prologue,  conomunity  banks  will  become  increasing  involved  with  such 
lending.  The  Census  Bureau's  "Middle  Projection"  has  also  predicted  this  kind  of  fiiture, 
concluding  that  the  U.S.  population  will  increase  23  percent  by  the  year  2020,  to  322.6  million, 
but  with  the  following  variations  in  that  growth: 

#  While  the  non-Hispanic  Caucasian  group  will  grow  by  6.4  percent,  the  nation's 
"minority"  population  will  soar  by  68  percent  during  that  period,  or  10  times  as 
fast.  So,  by  2020  more  than  1  of  3  Americans  will  have  a  minority  heritage, 
compared  to  1  of  4  now. 

M         The  number  of  people  under  the  age  of  18  vrill  rise  1 1  percent,  but  the  number 
aged  45  to  64  will  inaease  54  percent  and  the  number  over  age  65  will  climb 
about  60  percent. 

#  Three  states— Florida,  California,  and  Texas  probably  will  continue  attracting  half 
the  nation's  population  growth,  though  other  Southeastern  and  Southwestern 
states  will  also  grow  rapidly  (see:  'Demographer  With  2020  Vision  Sees  America's 
Infrastructure  Needs,*  Anthony  Downs,  Senior  Fellow,  Brookings  Institution, 
Washington  Port.  March  23,  1994). 

So,  community  Wnka,  with  their  specialized  financing  skills,  will  be  needed  to  provide  the 
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combinstion  of  credh  and  idvice  to  give  new  tmall  businesses  thdr  best  chance  for  success. 

SMALL  BUSINESS  CREDIT  NEEDS  SHOULD  RECEIVE  CONTINUING  ATTENTION 

The  changes  in  markets,  policy  and  technology  we  have  identified  would  also  suggest 
contiiuing  consideration  to  these  issues.  Moreover,.  Small  business  should  be  represented  in 
government  federal  and  state  dedsioo-maldng  as  developments  unfold  in  such  vital  areas  as 
implementation  of  the  Interstate  Banking  and  Branching  Act,  the  possible  efifects  of  modifying  the 
Glass«SteagaU  Act,  the  impaa  of  new  technology,  the  statewide  and  national  expansion  of  credit 
unions,  and  the  trans£ar  of  bank  deposits  to  mutual  funds  (  See:  "Mutual  Funds,  Impact  on  Bank 
Deposits  and  Credit  Availability,"  General  Accounting  Ofiice.  GAO/GGD-95-230.  Sept79S). 

We  thus  favor  revisiting  this  type  of  inquiry  periodically.  Meanwhile,  research  on  these 
matters  should  continue  —  both  on  Capitol  Hill  and  in  the  Executive  Agencies  .  Such  on-going 
effiHts  could  be  valuable  sources  of  data  for  public  policy  decisions  on  U.S.  financial  structure  and 
its  ability  to  provide  capital  to  the  vital  small  business  sector  of  our  economy. 

Thank  you  again  for  this  opportunity  to  express  the  views  of  community  bankers  on  this 
important  subject 
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Introductory  comments 

I  am  pleased  to  be  here  today  to  discuss  the 
environment  for  small  business  financing  and  the  role  of 
banks  in  providing  credit  to  small  firms. 

Small  businesses  are  a  vital  part  of  our  economy. 
They  play  a  key  role  in  the  generation  of  jobs,  new  ideas. 
and  the  preservation  of  the  entrepreneurial  spirit;   no 
one  would  question  the  contribution  that  a  thriving  small 
business  sector  makes  to  the  well-being  of  our  nation.   It 
is  therefore  appropriate  that  small  businesses  hold  a 
special  place  in  the  considerations  of  policy  makers  at  all 
levels  of  government. 

The  Federal  Reserve  Board  has  devoted  considerable 
effort  to  building  our  knowledge  of  the  characteristics  of 
small  businesses  and  their  use  of  financial  services.   As 
the  Committee  is  aware,  we  have  recently  completed  our 
second  National  Survey  of  Small  Business  Finances:  Board 
staff  are  now  processing  the  results  of  extensive  interviews 
with  more  than  5.000  small  business  owners  around  the 
country.   Some  of  the  early  findings  from  the  survey  were 
published  in  the  July  1995  Federal  Reserve  Bulletin .  and  we 
will  continue  to  analyze  and  report  on  the  data  as  they 
become  available.   I  will  refer  to  this  and  other  survey 
information  in  my  remarks  this  morning. 

Credit  Availability  Today 

As  I  developed  my  thoughts  for  this  hearing.  I 
came  to  appreciate  how  much  more  pleasant  it  is  to  report  on 
conditions  in  good  times  than  in  bad  times.   When  Chairman 
Greenspan  appeared  before  this  committee  in  early  1993.  a 
tepid  recovery  from  recession  was  beginning  to  give  way  to 
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more  solid  expansion.   But  commercial  banks  were  still 
struggling  with  severe  loan  problems  that  resulted  from 
excessive  optimism  in  real  estate  and  certain  other  loan 
markets  in  the  1980s.   Because  of  large  loan  losses,  many 
depository  institutions  had  failed  or  been  merged.   Although 
there  were  signs  in  1993  that  banks  were  on  the  mend,  credit 
conditions  generally  remained  quite  tight.   The  sting  of  the 
"the  credit  crunch"  was  still  a  fresh  memory  in  the  minds  of 
borrowers  and  lenders,  not  to  mention  policy  makers. 

Out  of  concern  that  exaggerated  lending  restraint 
might  have  been  fostered  by  regulatory  and  legislative 
reactions  to  the  numerous  problems  in  the  industry,  the 
regulatory  agencies  undertook  an  extensive  review  of  their 
policies  and  practices.   This  review  produced  a  number  of 
measures  aimed  at  removing  impediments  that  might  stand  in 
the  way  of  lending  to  creditworthy  borrowers.   Former 
Federal  Reserve  Governor  John  LaWare.  in  testimony  two  years 
ago.  highlighted  for  this  Committee  many  of  these  changes. 

Since  then,  the  agencies  have  continued  their 
efforts  to  reduce  the  burden  of  regulation  and  to  ensure 
that  examiners  evaluate  bank  lending  in  a  consistent, 
prudent  and  balanced  manner. 

I  think  we  would  all  agree  that  the  financial 
environment  today  is  markedly  improved  from  that  of  1993. 
While  undoubtedly  there  remain  pockets  of  weakness  and 
problems  for  individual  small  businesses,  a  wide  array  of 
statistical  indicators  suggest  that  access  to  bank  credit 
has  eased  appreciably  for  all  businesses.   Business  loans  at 
banks  have  expanded  rapidly  since  1993.   Indeed,  the  volume 
of  commercial  and  industrial  loans  at  banks  grew  strongly  in 
1994  and  then  last  year  registered  its  largest  percentage 
increase  in  more  than  a  decade  (13  percent) . 
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Small  businesses  have  participated  in  this 
expansion.   Data  collected  from  banks  in  their  June  Call 
Reports  reveal  that  small  commercial  loans  (defined  as  loans 
of  $1  million  or  less  and  including  those  secured  by 
commercial  real  estate)  increased  more  than  7  percent 
between  June  1994  and  June  1995.   Roughly  one- third  of  the 
growth  in  small  loans  over  that  period  occurred  at  7.000 
mostly  small  and  regional  banks  whose  business  loan 
portfolios  comprise  only  small  loans. 

A  good  portion  of  the  expansion,  however,  was  at 
large  banks  (those  with  assets  of  $5  billion  or  more) .   Part 
of  the  growth  at  large  banks  reflected  the  effect  of  bank 
mergers  that  moved  more  banking  assets  into  the  largest  size 
categories.   Nonetheless,  even  after  adjusting  for  these 
transactions,  large  institutions  expanded  their  lending  to 
small  firms  an  estimated  4  percent.   We  sometimes  forget 
that  large  banks  account  for  an  important  share  of  loans  to 
small  businesses,  even  though  such  loans  may  only  be  a  small 
fraction  of  a  large  institution's  total  assets. 

The  pickup  in  business  loan  growth  has  been,  in 
important  part,  a  demand-related  phenomenon.   As  the  economy 
has  grown,  business  needs  for  financing  have  expanded  as 
well. 

But  the  willingness  of  banks  to  supply  credit  also 
has  been  on  the  upswing.   Continued  improvements  in  bank 
profits,  healthy  capital  positions,  and  low  delinquency 
rates  on  business  loans  have  encouraged  banks  to  compete 
aggressively  for  business  customers.   The  Federal  Reserve 
conducts  quarterly  surveys  of  senior  loan  officers  at 
sixty  large  banks  around  the  country.   For  ten  consecutive 
quarters  since  mid-1993  until  the  end  of  last  year,  these 
banks,  on  net,  reported  easing  the  terms  and  standards 
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applied  to  business  loans  for  all  sizes  of  borrowers. 
Respondent  banks  last  year  attributed  their  easing  primarily 
to  increased  competition  from  other  banks  and,  to  a  lesser 
extent,  from  nonbank  lenders.   This  easing  has  shown 
up  in  surveys  of  lending  terms:   for  example,  the  spread 
between  rates  on  business  loans  and  market  interest  rates 
fell  last  year  for  loans  of  all  sizes. 

Perhaps  the  most  telling  evidence  of  improved 
financing  opportunities  are  reports  from  small  businesses 
themselves.   Small  and  mid-sized  firms  surveyed  by  the 
National  Federation  of  Independent  Businesses  (NFIB)  had 
reported  that  "interest  rates  and  financing"  were  among 
their  most  pressing  problems  in  the  early  1990s.   However, 
only  a  small  percentage  of  firms  cited  this  as  a  concern  in 
recent  surveys.   In  addition,  the  net  percentage  of  NFIB 
respondents  reporting  that  credit  was  more  difficult  to 
obtain  dropped  appreciably  from  peaks  in  1990  and  1991  and 
has  fluctuated  around  low  levels  over  the  past  year.   The 
NFIB  surveys  have  been  consistent  with  reports  heard  at  the 
Federal  Reserve.   For  example,  the  Federal  Reserve  District 
Banks  meet  periodically  with  representatives  from  the  small 
business  and  agricultural  sectors;  representatives  at  these 
meetings  generally  have  been  quite  positive  with  regard  to 
credit  availability. 

It  would  appear  from  our  latest  quarterly  surveys 
of  banks  that  the  trend  toward  easing  standards  for  business 
loans  has  come  to  an  end.  but  there  is  no  sign  of  reversal, 
and  banks,  on  balance,  remain  accommodative  to  business 
credit  demands.   Given  prospects  for  moderate  growth  in 
economic  activity  and  the  healthy  position  of  banks,  the 
outlook  for  bank  lending  to  small  businesses  continues  to  be 
favorable . 
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While  we  are  pleased  with  the  improvements  in 
credit  availability,  it  would  be  foolish  to  assume  that  no 
problem  areas  exist  or  that  small  businesses  are  no  longer 
vulnerable  to  changes  in  the  financial  environment.   The 
small  business  community  is  diverse.   Many  are  quite  small 
without  the  operating  history  or  assets  that  make  them  good 
credit  risks.   Start-up  businesses  may  have  high  growth 
potential  but  little  equity.   Because  most  small  businesses 
have  no  access  to  public  debt  markets  and  equity  markets, 
they  are  likely  to  be  especially  sensitive  to  developments 
that  affect  institutional  lenders  and  local  credit  markets. 

As  we  consider  the  potential  problems  that 
small  businesses  may  face  down  the  road,  we  would  like  to 
know  more  about  their  sources  of  credit.   Our  survey  of 
small  businesses  provides  some  useful  insights  in  this 
regard . 

Sources  of  Small   Business   Credit:    Survey  Evidence 

In  our  1993  survey,  84  percent  of  small  and  medium- 
sized  businesses  identified  a  commercial  bank  as  their 
primary  financial  institution.   Banks  were  used  more  often 
than  any  other  type  of  supplier.   Most  small  firms  used 
checking  services  at  banks,  and  commercial  banks  are  used 
twice  as  often  as  any  other  source  for  lines  of  credit, 
loans  or  leases. 

Most  small  businesses  used  a  commercial  bank 
located  close  to  the  firm- -indeed ,  about  85  percent  of  all 
suppliers  of  financial  services  to  small  businesses  were 
located  within  30  miles  and  about  half  of  the  depository 
institutions  were  within  two  miles. 
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About  one-third  of  small  firms  also  used 
nondepository  institutions  for  financial  services,  and 
twenty  percent  had  some  loan  from  a  nondepository  source. 
The  most  common  loans  from  these  sources  are  vehicle  loans 
and  capital  leases.   Such  loans  are  generally  secured  by 
tangible  assets  and  often  supplied  by  the  captive  finance 
companies  of  manufacturers  of  automobiles  and  other 
equipment.   In  contrast,  small  businesses  rarely  obtain 
unsecured  loans  or  lines  of  credit  from  nondepository 
institutions.   Slightly  fewer  than   ten  percent  had  loans 
from  family  and  friends. 

The  survey  indicates  that  the  use  of  nonbank 
sources  increases  with  firm  size.   In  particular,  very  small 
firms  rarely  used  nondepository  sources,  whereas  about  forty 
percent  of  firms  with  fifty  or  more  employees  used 
nondepository  sources. 

Overall,  the  survey  confirms  that  banks,  especially 
local  institutions,  continue  to  play  a  major  role  in  small 
business  finance.   The  relationship  between  banks  and  small 
businesses  involves  a  wide  range  of  services  supplied  by  the 
bank. 

Looking  Ahead:    Banks  and  Small   Business  Lending 

Looking  ahead,  there  are  a  number  of  developments 
in  banking  markets  that  may  be  significant  for  small 
business  borrowers.   Perhaps  the  most  prominent  is  the 
ongoing  consolidation  of  the  banking  industry.   Some  fear 
that  this  trend  may  impede  the  flow  of  credit  to  small 
businesses  and  disrupt  the  relationships  that  many  small 
businesses  have  with  their  local  banks.   This  issue  deserves 
careful  attention,  and  I  think  it  worthwhile  to  offer  a  few 
thoughts  on  the  subject  this  morning. 
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First,  it  is  important  that  we  put  the  trend  in 
merger  activity  in  perspective.   In  the  past  ten  years,  the 
U.S.  banking  structure  has  undergone  extensive  change  as 
banks  have  adjusted  to  the  removal  of  longstanding 
restrictions  on  interstate  banking  and  have  responded  to 
technological  change  and  growing  international  competition. 
One  result  has  been  a  sharp  decline  in  the  number  of  banking 
institutions- -from  more  than  14.000  in  1985  to  near  10,000 
in  1995.   Part  of  this  decline  was  a  result  of  bank 
failures:  nearly  1,200  banks  were  forced  to  close  and  many 
weak  institutions  were  merged. 

Despite  the  decline  in  the  number  of  banks,  the 
number  of  banking  offices  and  branches  has  risen  sharply. 
(Banking  offices  jumped  from  53,000  in  1980  to  65,000  in 
1995.)   There  appears  to  have  been  no  reduction  in  the 
availability  of  banking  offices  serving  the  public. 

Moreover,  analyses  of  banking  markets  over  the 
years  have  provided  little  support  for  the  notion  that  when 
large  banks  enter  a  market,  they  drive  out  the  smaller 
banks.   Rather,  small  banks  have  been  and  continue  to  be 
able  to  retain  market  shares  and  operate  profitably  in 
competition  with  larger  banks .   Our  staff  studies  have  shown 
that  smaller  banks  typically  perform  as  well  or  better  than 
their  larger  counterpart,  even  in  markets  dominated  by  large 
institutions . 

This  makes  it  hard  to  accept  the  notion  that 
profitable  lending  opportunities  in  our  local  communities 
will  be  unmet.   If  the  local  bank  is  making  profitable  small 
business  loans,  it  seems  logical  that  its  acquirer  would 
continue  to  make  those  loans.   Should  large  banks  find  it  is 
too  costly  to  establish  a  lending  presence  in  small  business 
markets- -perhaps  because  it  is  inefficient  for  large,  remote 


120 


institutions  to  maintain  close  working  relationships  with 
small  customers  - -then  other  small  banks  in  the  area  will 
be  positioned  to  fill  the  gap.   Consistent  with  this 
view,  there  were  reports  that  community  banks  were  eagerly 
looking  to  increase  their  market  shares  following  some  of 
the  larger  bank  mergers  last  year. 

Although  some  banking  relationships  inevitably  will 
be  disturbed  when  ownership  and  management  change,  we  would 
expect  these  effects  to  be  short-lived. 

I  offer  these  generalizations  with  caution.   The 
Federal  Reserve  takes  very  seriously  its  responsibility  for 
evaluating  the  possible  impact  of  bank  mergers  on  local 
markets.   We  have  found  that  each  assessment  must  be  done  on 
a  case-by-case  and  market -by-market  basis.  To  this  end,  we 
devote  coi.  jiderable  resources  to  assessing  competitive 
impacts,  CRA  concerns,  and  a  variety  of  other  factors.  We 
will  be  watching  closely  for  evidence  that  small  businesses 
are  being  disadvantaged  by  bank  mergers. 

Other  Developments 

A  number  of  other  changes  in  the  credit  markets 
seemingly  bode  well  for  small  business  financing,  including 
the  efforts  of  large  institutions  to  meet  community 
development  concerns  and  enhance  their  presence  in  local 
markets.   Recently,  large  West  Coast  banks  have  announced 
programs  that  would  channel  billions  of  dollars  into  small 
business  lending.   Some  of  these  programs  reportedly  have 
been  structured  to  streamline  the  application  process  and 
make  it  easier  for  small  businesses  to  obtain  loan  approval 
on  a  timely  basis. 
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In  addition,  new  technologies  and  information  flows 
are  providing  opportunities  for  banks  and  other  lenders  to 
more  efficiently  evaluate  loan,  risks.   One  technique  that  is 
rapidly  gaining  acceptance  is  credit  scoring.   Credit 
scoring  is  a  statistical  procedure  that  provides  an  estimate 
of  default  probability  for  individual  loans,  based  on 
borrower  and  loan  characteristics.   The  development  of 
credit  scoring  models  requires  that  lenders  have  access  to  a 
large  amount  of  historical  information  on  the  performance  of 
loans  with  similar  characteristics.   It  inevitably  will  take 
time  to  develop  data  bases  of  small  business  loans,  given 
the  diverse  characteristics  of  the  millions  of  small 
borrowers.   But,  once  developed,  credit  scoring  and  loan 
standardization  may  offer  significant  cost  advantages  for 
evaluating  the  risks  associated  with  lending.   Many  large 
banks  already  have  begun  to  probe  the  possibilities  of 
credit  scoring  techniques  for  small  business  markets. 

As  credit  scoring  and  loan  standardization 
become  more  commonplace,  we  may  well  see  growth  in  the 
amount  of  small  business  loan  securitization.   To  date  that 
growth  has  been  hampered  by  the  huge  diversity  among  small 
business  borrowers  and  the  difficulty  in  accurately 
assessing  the  riskiness  of  pools  of  nonstandard  small 
business  loans.   In  contrast,  the  bulk  of  loans  that  are 
backed  by  the  Small  Business  Administration  (SBA)  have  been 
more  easily  securitized  because  they  are  known  to  be  low 
risk  by  virtue  of  their  guarantee.   The  ability  to 
securitize  non-SBA  loans  would  increase  the  liquidity  of 
small  business  lending  and  provide  banks  and  other  lenders 
with  additional  sources  of  funding.   We  anticipate  that  the 
cost  savings  generated  through  these  new  processes  will  be 
passed  on,  at  least  in  part,  to  small  business  customers. 
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Clearly  not  all  small  business  loans  are  going  to 
be  appropriate  candidates  for  securitization,  and  not  all 
banks  will  wish  to  adopt  complex  statistical  models  for 
managing  risks.   There  will  continue  to  be  a  market  for 
nonstandard  small  business  lending  and  a  role  for  regional 
and  community  banks.   Of  course,  we  should  also  expect 
that  small  businesses  that  do  not  easily  fit  the  standard 
models  will  not  share  in  the  cost  savings  that  credit 
scoring  will  provide. 

The  agencies  also  have  worked  to  improve  the 
liquidity  of  small  business  loans  by  refining  the  risk-based 
capital  standards  for  those  loans  sold  with  recourse.   In 
response  to  section  208  of  the  Riegle  Community  Development 
and  Regulatory  Improvement  Act  of  1994.  the  agencies 
lowered  the  capital  requirement  for  small  business  loans 
that  are  transferred  with  recourse  by  well  capitalized 
banking  organizations.   This  change  should  facilitate  the 
securitization  of  small  business  loans,  while  at  the  same 
time  ensuring  that  qualifying  banks  hold  adequate  capital. 

The  banking  agencies  are  mindful  of  the  fact  that 
loans  to  small  businesses  are  vulnerable  to  regulatory 
burden  as  well.   Spreading  fixed  regulatory  compliance  costs 
over  small  balances  can  make  such  loans  more  costly  to 
originate  than  large  loans.   Thus,  the  agencies  took  great 
care  to  avoid  unnecessary  costs  when  we  implemented  safety 
and  soundness  standards  pursuant  to  section  132  of  FDICIA. 
That  law  directed  the  agencies  to  provide  safety  and 
soundness  standards  for.  among  other  things,  loan 
documentation  and  credit  underwriting.   Rather  than 
prescribing  detailed  and  costly  requirements  on  what  should 
be  contained  in  a  file  for  a  small  business  loan,  the 
standards  establish  goals  for  the  documentation,  leaving  the 
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specific  methods  for  achieving  those  goals  to  each 
institution. 

Summary 

Let  me  conclude  by  saying  that  I  am  optimistic 
about  the  outlook  for  small  business  credit  availability. 
We  have  emerged  from  the  credit  crunch  into  a  much  sounder 
financing  environment  and  a  well-balanced  economic 
expansion.   Bank  balance  sheets  are  vastly  improved. 
Moreover,  many  of  the  new  developments  in  banking  point  to 
more  efficient  risk  management  techniques  that  could  lower 
costs  of  small  business  lending.   At  the  same  time,  many  of 
our  large  banks  have  become  quite  actively  involved  in  small 
business  and  community  development  programs. 

Our  conversations  with  bankers  and  small  business 
groups  suggest  that  bank  regulatory  issues  are  not  the 
pressing  concern  today  that  they  were  a  few  years  earlier. 
Nonetheless,  we  as  regulators  will  continue  to  review  our 
rules  and  procedures  to  ensure  that  unnecessary  burdens  do 
not  hinder  banks'  willingness  to  lend  to  creditworthy  small 
businesses . 
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